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There is a great gulf between
saying, ‘I know,' and having
other people say, ‘He knows.

Appraising an Appraisal
When an appraisal of your property is submitted as evidence of
the property values of your company to persons whose decisions
vitally concern your future welfare, will they say:
“I know the organization who made that. It must be right.”
Or will they say: “Who made that? I never heard of them.”
Before an appraisal is made is the time to remember that its use
fulness depends on the number of persons who have heard of, and
have confidence in, the organization which makes it.

How to test an appraisal
The organization which makesitmust
have the indisputable professional
standing which can be attained only
through many years of authoritative
valuation experience and must be so
widely and favorably known that those
to whom any of its appraisals may be
presented will immediately recognize
and acknowledge its authority.
The men who make its appraisals
must have the training and supervision
which only executives with thorough
knowledge, long experience and un
compromising standards can provide.
The content of its reports must be
so arranged and the bases of value so
presented that executives, engineers,
accountants, purchasingagents,bankers,
lawyers, judges, taxation and rate spe
cialists, underwriters and adjusters,can
readily obtain the information they need.
The American Appraisal Company’s

record of35,690appraisalsof834differ
ent typesof properties since1896, assures
a certainty of appraisal authority that
fulfills the most exacting requirements.
The American Appraisal Company’s
organization is so comprehensive that
it can, and does, assign to any client,
large or small, trained and experienced
appraisers under executive supervi
sion. A recent assignment to one client
comprised 85 men whose American Ap
praisal experience totaled over500years.
A representative day’s work of The
American AppraisalCompany involves
790 different properties in 119 lines of
business for 413 concerns in 41 states,
representing over $230,000,000 in
property values.
No other organization in the world
has a similar variety and accumulation
of experience in all phases and fields
of valuation work.

THE AMERICAN APPRAISAL COMPANY
Milwaukee
Atlanta
Baltimore
Boston
Buffalo
Chicago

Cincinnati
Cleveland
Dallas
Detroit
Indianapolis

Los Angeles
Milwaukee
Minneapolis
New Orleans
New York

Philadelphia
Pittsburgh
San Francisco
St. Louis
Seattle

Send for these
American Appraisal

pamphlets

EE-67 “What Is
Your Plant Worth?"
EE-627 “Appraisals
and the Profit and
Loss Statement”

Syracuse .
Washington
The Canadian
Appraisal Company, Ltd.
Montreal
Toronto

AnAmericanAppraisaL
THE AUTHORITY
Investigations • Valuations • Reports • Industrials • Public Utilities • Natural Resources
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Clean typewritten records, easy to read, easy to
audit, are produced quickly, economically, on
Elliott-Fisher Accounting Machines.

Neat, legible records
to work from
EASY to read, easy to audit, are the
books of those clients who have
Elliott-Fisher. Sevens are not added
for nines, because neatly typewritten
figures take the place of scrawly,
illegible handwriting. Elliott-Fisher
records are as easy to read as the type
on this page.
Some audits you have to postpone
because the work is not up to date, or
because the books are not in balance.
But not Elliott-Fisher audits! ElliottFisher does each day’s work each day;
it keeps the books in balance always.
Elliott-Fisher gives your client daily
information on which to base decisions.

It does an enormous volume of work
quickly, accurately, and at low cost.
The list of companies using ElliottFisher machines reads like a Who’s
Who of American Business, covering
more than 400 different lines of busi
ness. We have prepared special book
lets on the application of machine
accounting to many of these fields.
Just let us know what industries you
are interested in and we shall be glad
to send you these booklets, or addi
tional information upon request.
ELLIOTT -FISHER COMPANY
342 Madison Ave., New York City

Service and Supplies are second only in importance to machines.
depend absolutely on E-F Service and EFCO Supplies

You can

Elliott - Fisher
ACCOUNTING

MACHINES

with

the

FLATWRITING
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41,000 Copies in Daily Use

Accountants’ Handbook
“The Book Is Invaluable”
OR occasions involving questions of accounting policy
or procedure, you will find here, arranged for everyday American Engineering Company, Philadel
phia, Pa.: “One can readily refresh his
use, reliable information that fits the matter in hand. At
memory or get at the heart of any matter
in
few minutes. The book is invaluable
your desk or on the road, this Handbook brings you in anda the
writer recommends it to the con
stantly the principles and methods which successful organ stant use of all accountants and business
executives.” — George C. Claghorn, Con
izations have worked out and applied with the best results. troller.

F

Assembles Basic Data on All Subjects
Accountants Meet in Their Daily Work

“Have Purchased 300 Copies”

The volume is organized into 33 sections, each devoted to a topic of
essential interest in accounting practice. It assembles basic data that
cover adequately, not only accounting in its varied applications, but
scores of subjects on which accountants continually need information,
as finance, organization, law, banking, and office methods. Note list
of sections at the right.

Contains Material to Which You Will Continually Refer
The book is a truly remarkable manual of tested principles and meth
ods, in which is embodied the best practice of the day according to lead
ing authorities. Each section is copiously illustrated with charts, forms,
tables, rules, and definitions. A 50-page index makes possible quick
reference to any desired point.
Printed in clear type on thin, strong paper for minimum bulk. Durable
flexible binding with unbreakable back to stand hard usage. Pages
gilt-edged and of a size, 4⅝" x 7¼", that makes the volume easy to handle
and carry with you.

Lybrand, Ross Bros. & Montgomery, Ac
countants and Auditors, New York and other
cities: “We think so well of it that we have
purchased more than 300 copies for the
use of our organization.”

The 33 Sections
Accounting Principles
Audits and Working Papers
Banking and Bank Credit
Bankruptcy, Insolvency, and Receivership
Business Law Classification Consolidations
Commercial Banking
Corporations
Corporate Organization
Cost Accounting
Credits and Collections
Depreciation Economics Fiduciaries
Financial Statements
Foreign Exchange
Finance
Goodwill
Inventories
Glossary of Terms
Installations
Management
Mathematics (with Tables)
Municipalities •
Professional
Net Income and Surplus
Office Appliances
Office Practice
Public Utilities
Taxation
Valuation
Statistics and Graphics
USE THIS ORDER FORM

Send for a Copy on Approval
No accountant or accounting department will be without this
reference manual once the book has been seen and examined.
Fill out and mail the order form at the right, and we will send a
copy postpaid on approval. Use it in your work for a full five
days, if you wish. You have that time after its receipt in which
to send us the price, $7.50, or return the book, as you decide.

The Ronald Press Co., 15 East 26th St., New York
Send me postpaid a copy of the Accountants’ Handbook.
Within five days after Its receipt I will either send you $7.50
in full payment or return the book to you.
Name.............................................................................................

Business Address..........................
(71M23)

The Ronald Press Company
Publishers also of Management’s Handbook
15 East 26th Street : : New York, N. Y.

City........................................... State..........................................
Firm................................................... Position............................
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Signature.........................
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Results—the Acid Test
Just as a man is measured by his deeds, so must a school be judged by the
accomplishments of its students. Results are the acid test of any ac
countancy training, and the fact that many Walton men have achieved
success is reasonable assurance that our training will be of help to you.
Whether you wish to win the C. P. A. degree, or enter executive account
ing work, you owe to yourself to select a course of proved dependability

What Walton Training Has Accomplished
Five hundred and forty-five Walton students have passed the C. P. A.,
C. A. or American Institute examinations (students successful in both
C. P. A. and Institute examinations are counted only once), a record of
real distinction. Sixteen times since 1914 Walton students have won
medals for high honors in the semi-annual Illinois C. P. A. examination.
In competition with students from schools, colleges, and universities the
country over, Walton-trained men also received special distinction in
American Institute examinations in 1917, 1918, 1919, 1920, 1921, 1922,
1923 and 1924.

Our 176-Page Free Book Gives Further Facts
Let us send you further proof of the achievement of Walton students.
Our free catalogue, “The Walton Way to a Better Day,” tells of the many
Walton men who have become auditors, comptrollers, and executives in
large manufacturing and mercantile concerns, as well as members of
prominent accounting firms. Send for your copy of this interesting
book — today!

Day and Evening Classes and Correspondence Instruction
As day classes are started at frequent intervals it usually is possible for a day student
to begin at almost any time at the point in the course for which his previous education
and experience qualify him. Evening resident classes start in January and September.

Constructive Accounting — Advanced Accounting
Cost Accounting — Income Tax — Business Law

Walton School
Commerce
B. L. MARSH, Secretary
301-311 McCormick Building

Chicago
Check, sign and mail to Walton School of Commerce, Chicago

Please send tree copy of “The Walton Way to a Better Day” and Information regarding □ Constructive Accounting
□ Advanced Accounting □ Cost Accounting □ Income Tax □ Business Law. I am Interested in □ correspondence in
struction □ evening resident instruction □ day resident Instruction.
Name......................................................................................................................................................................................................

Address..................................................................................................................................................................................................
Street
City
State
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Frankly—
What is an Audit?
Can you as a business man answer that question?
What plan does the accountant follow when he audits a set of books and paints
the picture of the business for its executives and owners?
The answer is found in

AUDIT WORKING PAPERS
“THEIR PREPARATION AND CONTENT”
A book by a foremost accountant

J. Hugh Jackson
Now Professor of Accounting in the Grad
uate School of Business Administration,
Harvard University. Mr. Jackson was long
associated with one of the leading accounting
firms of the country. The book is a practical
treatise based on continued access to the files
and workshop of this great accounting
organization. It makes available to every
one interested in accountancy the results of
this firm’s experience over a long period.
It is a book that should be read by every
accountant. It is
INVALUABLE TO EVERY AUDITOR

AMERICAN INSTITUTE OF
ACCOUNTANTS FOUNDATION
135 Cedar Street, New York, N. Y.
Enclosed find........................... dollars for which
you may send me postpaid........................... copies of
“AUDIT WORKING PAPERS” (cloth $5.00)
By J. Hugh Jackson.
(leather $7.50)
The book is to be sent on 5 days’ approval. If
not satisfactory it will be returned, and money
will be refunded.

NAME ...........................................................................
(please print)

ADDRESS................................................................................
CITY..................................... STATE....................................

YOU ANALYZE
? CAN
A FINANCIAL STATEMENT ?
The Balance-Sheet
By Charles B. Couchman

TELLS YOU HOW
CLOTH BOUND—PRICE $3.00

In Preparing a Balance-sheet
One finds complete information regarding
— Headings, classifications and arrangements
— The proper accounts to portray each financial element
— Exactly what should, and what should not, be included in
each
— How each should be measured
so that the result will properly display the true financial facts
regarding the organization for which it is prepared; and

In Analyzing a Balance-sheet

THE JOURNAL OF ACCOUNTANCY, Inc.,
135 Cedar Street, New York, N. Y.
Enclosed find................. .. .dollars for which you
may send me postpaid...........................copies of THE
BALANCE-SHEET, by Charles B. Couchman.

The book is to be sent on 5 days’ approval. If
not satisfactory it will be returned, and money will
be refunded.

One may readily find an explanation of each item appearing
therein and the interpretation that should apply to each group
in the statement and to each account within a group.

NAME ......................................................................................
(Please print)

The Journal of Accountancy

ADDRESS...............................................................................

INCORPORATED

135 Cedar Street

New York

CITY...................................... STATE...................................
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C.P.A. ACCOUNTING

Are You Going to Be Among Those
Present at the Next C. P. A.
Examinations?

Theory, Auditing and Problems
by
George Hillis Newlove, Ph. D., C. P. A.
Associate in Accounting, Johns Hopkins University

OUR ORIGINAL ACCOUNTING

A digest of problems and questions given
in 335 C. P. A. examinations by account
ancy boards in 44 states.
Volumes I and II

WILL PROVE A SERVICE TO HELP YOU

Tri-Service
The best thought and technique of more than thirty years’
accounting experience put within your reach.
Seventy-two (72) C. P. A. Problems (N. Y.) with complete
answer-arguments presented with accounting finesse,
accompanied by analyses, criticisms, comments, alterna
tive methods of treatment, etc.
One hundred-eighty (180) answer-arguments to C. P. A.
questions in Theory of Accounts, embracing financial and
cost accounts, giving pro-forma accounting expositions,
entries and ledger accounts, all of great value to students.
One hundred-eighty (180) answer-arguments to C. P. A.
questions in Auditing, giving valuable type-situations in
detailed processes of auditing, with instructions, recom
mendations, and practical suggestions, etc.
One hundred-eighty (180) answer-arguments to C. P. A.
questions in Commercial Law, giving quotations from
accepted legal authorities; practical everyday hints on
legal relationships in business, etc.
Accounting Extension Service consists of Fortnightly in
formational and Efficiency-Building Research Bulletins;
Expert Consultation Service, etc.
Send for our 72-page booklet, entitled “A Service to Help
You"; which, besides making you familiar with all
branches of the service, gives many valuable business
hints and suggestions. Write now.

Contain 264 problems and 2,553 questions,
classified in related groups, with lectures
authenticated by 7,579 specific page refer
ences to recognized accounting authorities.

Volume III
Contains solutions and time allowances to all
problems in Volumes I and II. Available
either as a single sewed volume, or as two
post-binder volumes.

PRICES
The Set......................................... $15.00
Volume I and Solutions........... 7.50
Volume II and Solutions......... 7.50
Single Volumes.......................... 5.00
Shipped Postpaid on Five Days’ Approval

THE TRI-SERVICE ACCOUNTING CORPORATION

THE WHITE PRESS COMPANY, Inc.

1135 Broadway

Departmental Bank Bldg., Washington, D. C.

Dept. 16

Naw York

BOUND VOLUMES
of

The Journal of Accountancy
Volume XXXIX
JANUARY, 1925 —JUNE, 1925
Will be ready for Delivery July 1. $4.00 a Volume.
To avoid disappointment orders should
be sent at once.

THE JOURNAL OF ACCOUNTANCY, Inc.
135 CEDAR STREET, NEW YORK

When writing to advertisers kindly mention The Journal of Accountancy
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Engineering Appraisal Valuations
(a)
(b)
(c)
(d)
(e)

(f)

Retrospective appraisals covering past costs for Invested Capital
and Depreciation purposes.
Current valuation reports for Insurance.
Departmental appraisals for Cost Systems.
Past costs appraisals for accountancy purposes.
Appraisals for Bond Issues, Credit, Financial, Liquidations and
Mergers.
We do no accounting or auditing work.
We maintain a bureau for confidential discussion with accountants on valuation
problems. Correspondence invited.

The Lloyd- ThomasCo.
RECOGNIZED AUTHORITIES ON PHYSICAL VALUES

120 Broadway, New York

1124 Wilson Ave., Chicago
Edgewater 8100

Rector 2171
WASHINGTON, D. C.
PITTSBURGH
MEMPHIS

CLEVELAND
CINCINNATI
MINNEAPOLIS

DETROIT
INDIANAPOLIS
MILWAUKEE

ST. LOUIS
KANSAS CITY
DENVER

The Accountants’ Index and Supplement

The Key to Accounting Literature

Volume 1

Supplement

All references
to and includ
ing 1920.

All references
from 1920 to
July, 1923.

Size 6" x 9".

Size 6" x 9".

Pages 1578

Pages 599

Published
1920

Published
1923

These two volumes, prepared by the Librarian of the American Institute of Accountants, and published
under the American Institute of Accountants Foundation, clearly and simply point to the sources from
which information on any accounting or related subject may be obtained.
The original edition and the Supplement — a total of over 2000 pages — may be obtained at $15.00 for
the two volumes. Price of the supplement alone is $5.00.

The American Institute of Accountants
135 Cedar Street, New York
When writing to advertisers kindly mention The Journal

of

Accountancy
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Burroughs
$200

Increasing Preference
shown by leading concerns for the Burroughs Calculator
is due to its high quality, speed, accuracy and durability.
Operators like its light, easy key-touch and rapid action.
Smaller and lighter than any similar machine — takes
no more desk space than a letterhead — weighs only
eleven pounds — easily carried wherever needed — turns
out more work with less fatigue.
BURROUGHS ADDING MACHINE COMPANY
DETROIT, MICHIGAN
ADDING • BOOKKEEPING • CALCULATING

AND

BILLING

MACHINES
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American Institute of Accountants'
Examinations
(Following is the text of the examinations in auditing, law and accounting
presented by the board of examiners of the American Institute of
Accountants, May 14 and 15, 1925.)

Auditing
May 14, 1925, 9 a. m. to 12.30 p. m.

The candidate must answer all the following questions:
No. 1 (12 points):
A concern which you are auditing has several branches, each
of which carries a large cash fund on the imprest system. In
counting this fund in one office, where your working papers
indicate that there should be $12,000, you find $9,000 made up as
follows:
Receipts for expenditures.............................
$4,700.00
Cash in bank per cashier’s cheque book. ..
2,100.00
Cash in drawer...............................................
860.00
Various I O U’s..............................................
140.00
Various cheques in drawer............................
1,200.00

These cheques include one for $380.00 signed by the cashier,
one for $500.00 signed by the branch manager, the others being
personal cheques the drawers of which you do not know. State
fully what you will do with regard to each of the items. How
will you show them on your balance-sheet? Which, if any, would
you take up with the officers of the concern and why?

No. 2 (12 points):
Corporation A received on July 1, 1923, an option to purchase
all the assets of corporation B for $1,000,000, payable $50,000
upon the date of the option and $50,000 semi-annually thereafter
441
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until the expiration date, July 1, 1925, when the balance will be
due. The assets appear at a value of $800,000 on the accounts
of corporation B. In the event that the option is not taken
up on or before the expiration date, the payments made become
forfeited to corporation B. Corporation B had no surplus on
June 30, 1923, all of its income having been distributed. Sub
sequent to July 1, 1923, all its income, together with the moneys
received from corporation A, was paid out in dividends. You
are auditing the accounts of corporation C, which is a stockholder
in corporation B and is in receipt of the stated dividends from
that company, which have been credited to profit and loss.
State if you would accept the entries on the books of corporation
C and, if you would not, state how you would advise that the
matter be handled.

No. 3 (10 points):
What steps would you employ to verify the amount carried
on the balance-sheet of a corporation as insurance prepaid, where
several hundred insurance policies are in force and handled in
a special department? What, if anything, would you do as to
premiums on employers’ liability insurance? What amount, if
any, should the corporation carry on its balance-sheet for insur
ance premiums paid on the life of officers for the benefit of the
corporation?
No. 4 (10 points):
A suburban real-estate development company charges, at the
close of each year, into its land account, six per cent on the cost
of property remaining unsold, crediting interest account for the
amount so charged. The value appearing in the land account
is apportioned to the plots held for sale. Interest account is
closed each year to profit and loss and the balance in the latter
transferred to the surplus account. The difference between the
book value of a plot, including interest added thereto, and the
amount received for sale thereof is carried to profit and loss.
If, in the audit of the accounts, you disagree with the procedure
used, state what you would consider to be the proper entries to
record the charge for interest at the end of the year, the profit
upon sales of land, and the effect upon profit and loss and surplus.
If, in your opinion, the method used is correct, support your
opinion with reasons therefor.
442

American Institute of Accountants' Examinations
No. 5 (8 points):
(a) A concern prepares its payroll for 1,000 employees, drawing
its cheque for the total amount of the payroll to the order of the
local bank which makes the disbursements to the concern’s
employees. What would you consider the proper steps for the
auditor to take, with reference to the payroll, in auditing the
accounts of such a concern?
(b) In the audit of the accounts of a corporation having about
1,000 employees, you decide to supervise the disbursement of the
payroll by the paymaster. What, in your opinion, might be
a proper reason for such a procedure, and state the advantages
or disadvantages, if any, of adopting such a course.

No. 6 (8 points):

A corporation has been in business for ten years and both
business and plant facilities have undergone a continual ex
pansion. It has made large profits and is in good credit standing
with the banks. Describe how you would ascertain the amount
which is practically and legally available for dividends.
No. 7 (12 points):
A traction company, in a small city, has sustained continuous
yearly losses showing, consequently, an operating deficit. The
company calls on you to audit its accounts and prepare a state
ment which may aid the company in pressing its request, with the
public service commission, to allow an increase of fare. Tabulate
the various points to which you would give special consideration.
If, in the above case, instead of being called by the traction
company, you are employed by the city, which is opposing such
increased fare, what points would you particularly emphasize
in your investigation?
No. 8 (12 points):
What would you do with regard to each of the following ac
counts before certifying balance-sheets in which they appear:

Reserve for depreciation,
Reserve for restoration of leased property,
Reserve for undeclared dividends,
Reserve for contingencies,
Reserve for bond sinking fund,
Reserve for prepaid leasehold,
443
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Unamortized discount on securities purchased,
Reserve for premium on future bond redemption?

No. 9 (8 points):
(a) During the course of an audit, you note some items of
outlay, charged in the period under review, which are applicable
to a previous period. How would you deal with such items in
your report? Would attendant circumstances have any bearing
upon the manner in which you would refer to them?
(b) If, in your opinion, the accounts were incorrect, would
you make entries on the books of the corporation to make the
adjustments you believe necessary? State your reasons.
(c) What officer of a corporation is responsible for the proper
keeping of books of account? Are his records subject to approval
or disapproval by anyone?
(d) Describe four kinds of entries you consider should properly
be made to surplus account. Should the bookkeeper determine
which are proper transactions to be transferred to the surplus
account?

No. 10 (8 points):
At the close of the year 1920, owing to the drop from war
prices in material values, a concern suffered a loss in its inventory
value of approximately one-third, or $750,000. At December
31, 1924, the same concern deemed it prudent to establish a
reserve for inventory in the sum of $500,000. The items on the
inventory were priced in detail at cost or market, whichever
was lower. State, with reasons, how you would show the
reserve on the balance-sheet, and any other financial statements
prepared by you, to record the operations and financial position.

Accounting Theory and Practice
PART I
May 14, 1925, 1 p.

m. to

6 p. m.

The candidate must answer the first four questions and one other
question.
No. 1 (28 points):
Company A owns all the capital stock of company B, consist
ing of 800 shares of common stock, par value $100 per share.

444
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This stock was acquired by A, January 1, 1924, in exchange
for 2,000 shares of its own 7% preferred stock, par value $100 per
share.
At that date the net tangible assets of B, as shown by the
balance-sheet, duly certified, were worth $150,000.
The balances shown by the books of A and B, December 31,
1924, were respectively as follows:
Company A
Cash $20,000; accounts receivable $75,000, of which $5,000
represents cash withheld by note brokers to secure the payment
of customers’ notes discounted by A; notes receivable $90,600, of
which $85,000 are secured by chattel mortgages and of the
$85,000 so secured, $50,000 are pledged as security for A’s bank
loans; advances to B $20,000; inventories $80,600; prepaid
expenses $5,060; investments $215,600, of which $266,000 repre
sents A’s investment in company B; capital assets, less reserves
for depreciation, $85,000, including land & buildings, book value,
$60,000 subject to mortgage of $25,000; accounts payable $50,000
including $5,000 due B; notes payable $60,000, of which $20,000
represents notes given to B (endorsed and discounted by B) and
$40,000 to banks which are secured by $50,000 notes receivable;
accrued items $4,000; mortgage payable on land & buildings
$25,000; capital stock—“A” preferred (no par value) $90,000,
7% preferred (par value $100 per share) $300,000, common (no
par value) $50,000; surplus $11,000.
Company B

Cash $2,000; accounts receivable $10,000 including $5,000
due from A; inventories $85,600; prepaid expenses $2,500;
machinery & equipment, less reserves for depreciation, $125,000;
trade accounts payable $35,000; notes payable $25,000 including
$15,000 to trade creditors and $10,000 to banks; advances from
A $20,000; capital stock—common (par value $100 per share)
$80,000; surplus $64,500.
It is the practice of company A to pay part of its obligations
to company B with its own customers’ notes duly endorsed;
these notes B invariably endorses and discounts immediately;
B also discounts, at once, all notes given by A, as maker, in
payment of its obligations to B.
Company A declared dividends to the amount of $6,000 which
had not been paid nor entered upon the books December 31,
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1924. At that date company A had an unsettled claim against
the federal government for taxes overpaid for the calendar year
1922 in amount $2,000 and B had an outstanding, uncontested,
additional assessment by the federal government, in amount $1,500
for the same year. Neither of these items appears on the books.
At the close of the year A had customers’ unmatured notes
under discount, in amount $45,000, and had endorsed and turned
over to B customers’ notes (due subsequent to December 31,
1924) in amount $9,000 as part payment of its account with B.
Having made an examination of the books of account and
records of the two companies and ascertained that the foregoing
data are correct and, further, having verified the inventories as
to quantities, valuations and mathematical accuracy of exten
sions and additions and that the items are valued at the lower,
cost or market
(1) Prepare, in columnar form, a consolidated balance-sheet
of companies A and B as at December 31, 1924, showing inter
company eliminations;
(2) Prepare a consolidated balance-sheet, as at the same date,
with an appropriate auditor’s certificate in form for presentation
to banks for credit purposes.

No. 2 (25 points):
On January 20, 1924, the receiver of the Wide-Ray Searchlight
Co. gives you the following statements prepared by the com
pany’s bookkeeper:
The Wide-Ray Searchlight Co.
BALANCE-SHEETS

December 31
Assets
1922
1923
$5,000
$5,000
Land......................................................................
$5,ooo
Buildings—depreciated @ 4% per annum........
25,000
27,000
30,000
50,000
60,000
Machinery............................................................
65,000
2,000
2,500
2,100
Cash......................................................................
5,ooo
7,000
Accounts receivable.............................................
6,000
11,000
12,000
Raw material—at cost........................................
13,500
2,500
Material in process—at cost...............................
2,000
1,500
Finished goods—at cost......................................
1,000
1,100
2,000
150,000 155,000 157,000
Patents..................................................................
90,000 130,000 160,000
Deficit...................................................................
$342,000 $401,100 $442,100

Liabilities
Capital stock—authorized and issued................ $200,000 $200,000 $200,000
Loans from officers...............................................
121,000 176,100 197,100
5,000
Accounts payable.................................................
6,000
19,000
Reserve for depreciation, machinery..................
20,000
26,000
15,000
$342,000 $401,100 $442,100
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INCOME ACCOUNTS

Sales......................................................................
Cost of sales (details below)..............................
Gross losses for years..........................................
General and administrative expenses:
Salaries..........................................................
Taxes.............................................................
General..........................................................
Bad debts......................................................

Net losses for years.............................................

For the years
1921
1922
1923
$50,000 $70,000 $60,000
77,600
65,000
89,000
$15,000 $19,000 $17,600
$7,500
1,000
2,500
2,000
$13,000
$28,000

$12,500
1,100
4,5oo
4,000
$22,100
$41,100

$7,500
1,200
2,500
1,200
$12,400
$30,000

Salaries and general expenses for 1921 and 1923 are 50% for selling; in 1922
they were 75%.
COST OF SALES

For the years
1922
1921
1923
Labor....................................................................... $15,000 $20,000 $16,000
49,800
Purchases, raw material........................................ 34,800 52,700
Factory overhead:
Engineering expense, supervision................
3,600
3,600
3,600
Repairs and maintenance..............................
3,ooo
5,ooo
2,500
Light, heat and power...................................
2,000
2,300
2,100
Depreciation...................................................
5,ooo
5,ooo
6,000
80,000
63,400 88,600
Changes in inventories, raw materials.................
1,200
1,000
2,500*
64,600 89,600
77,500
1,000
Changes in inventories, goods in process.............
500*
500*
64,100 89,100
78,500
100*
Changes in inventories, finished goods................
900
900*
Cost of sales, as above...................................... $65,000 $89,000 $77,6oo

In conversation with the receiver and by subsequent investiga
tion, the following facts are elicited:
The company has been operating seven years and shown a loss
each year.
Alfred Jones, a retired banker, is president of the company; he
owns 45% of the capital stock and has advanced one-half of the
amount described as “loans from officers” on the balance-sheets.
Walter Williams, a lawyer, was treasurer of the company to the
time of his death, January 10, 1924; he also owned 45% of the
capital stock and advanced the other one-half of the amount
described as “loans from officers”.
An agreement is in existence which provides that advances from
Jones and Williams are to be converted into capital stock.
John Hawkins, vice-president, inventor of the Wide-Ray lens
and operating head of the company, owns 10% of the capital
stock.
* Increases in inventories.
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The estate of Walter Williams has put the company into the
hands of a receiver and you are requested to report the results as
they affect stock-holders and creditors upon:
(a) Immediate cessation of operations and disposal of assets.
(b) Continuance of present business until raw material on hand
is worked up and sold; all assets to be disposed of at that
time.
(c) What results would probably have been attained in 1923
if certain new processes and machines, as represented
by Hawkins, had been in operation with all the increased
output sold?
Hawkins estimates that if certain machinery, already designed
and patented by him, were installed, breakage could be reduced
to 10% and the gross output of the machines doubled, i. e. 90%
of twice the gross output would be salable in place of 50% of the
present gross output by substituting the same number of new
machines for the present equipment. The new machinery
would cost $25,000.
Purchases of optical glass in 1923 amounted to $40,000 and
breakage was 50%. Labor on broken and defective lenses
amounted to $7,000 while labor on fittings scrapped amounted to
$1,000.
The high manufacturing costs have been due chiefly to breakage
of lenses in the course of manufacture and small output, both due
to imperfectly designed machinery.
Land is appraised at over cost.
Buildings are modern and in good industrial location; 75%
of the machinery is specially built for the company and probably
cannot be used in any other business; 25% of the machinery is
standard.
Accounts receivable have been written down consistently and
sufficiently.
Accounts payable are current accounts for merchandise.
Patents are entirely on the Wide-Ray lens.
Raw material consists of optical glass cut to special size and
shapes $10,000; sheet metal—copper, nickel plated, standard
size sheets $3,500.
A formal report is not required. Statements showing the effect
of plans (a), (b) and (c) with any notes or explanations you think
desirable or necessary will be considered a satisfactory form of
solution.
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No. 3 (12 points):
Cost systems, in general, may be divided into two groups:
(a) Those in which costs are obtained by jobs, products or
classes of products and
(b) Those in which costs are obtained for operations and
processes.

Describe the salient characteristics of and principal points of
difference between the two groups of systems and show how unit
costs are attained in each.
Indicate which system is most suitable for the following classes of
businesses noting particularly where one system may be desirable
in one department and a different method applicable in another:

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Manufacture of metal novelties.
Foundry.
Machine shop.
Coal mining.
Steamship line.
Stone quarry.
Manufacture of standard sizes of iron pipe.
Brick making.
Pneumatic tire making.
Manufacture of fertilizer.

No. 4 (10 points):
The ten stock-holders of a “close” corporation each con
tributed $2,000 and invested the $20,000 in bonds for the purpose
of converting into cash and purchasing, at a later period, a larger
and more advantageous site for their plant.
The transaction was duly entered on the books of the company.
When the time arrived for a decision as to change of location,
it was agreed that they should remain where they were and return
the bonds, or the equivalent, to each of the contributing stock
holders.
The officers of the company request your advice as to the
proper disposition of the bonds, as the market value thereof is
$10,000 in excess of the value as recorded on the books. Then,
providing the bonds are converted into cash, they desire the
proper entries for the minute book and other records to show such
disposition and to know how the company’s, and each individual’s,
federal income-tax return would be affected by the transactions.
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It may be assumed that none of the stock-holders’ returns
warranted the computation of surtaxes.
No. 5 (25 points):
In the course of an examination of the accounts of a corporation
having two foreign branches operated through subsidiary com
panies, the accounts of which are consolidated with those of the
parent company, you are given the following comparative balancesheets of the two branches, one in Great Britain, the other in
France:
British balance-sheet
Assets
*Fixed assets..........................................................
Current assets......................................................
Deferred charges..................................................

1923
£5,000
20,000
1,000

1922
£4,500
19,500
1,000

£26,000

£25,000

Liabilities
£8,000
£8,000
Current liabilities.................................................
5,000
5,000
Capital stock........................................................
Surplus..................................................................
13,000
12,000

£26,000

£25,000

The investment in the capital stock of the British company is
carried on the books of the head office at $24,300 representing the
value at the rate of exchange current at the date of incorporation.
The rate of exchange as at the end of 1922 was 4.50 and at the end
of 1923, 4.20.
French balance-sheet
Assets
1923
*Fixed assets...............................................
Fr. 500,000
Current assets...........................................
180,000

1922
Fr. 475,000
160,000

Fr. 680,000 Fr. 635,000
Liabilities
Current liabilities.....................................
Fr. 40,000 Fr. 30,000
Capital stock............................................
600,000 600,000
Surplus......................................................
40,000
5,000
Fr. 680,000

Fr. 635,000

The investment in the capital stock of the French company
is carried on the books of the head office at $114,000, represent
ing the value at the rate of exchange current at the date of incor
poration. The rate of exchange at the end of 1923 was .04 cents
and that of 1922 was .06 cents.
* No additions to fixed assets were made from the date of incorporation to
December 31, 1922.

450

American Institute of Accountants' Examinations

The current liabilities of the foreign corporations include, in the
case of the British company, £1,000 and in that of the French com
pany 5,000 francs, due to the head office at the end of each year.
The treasurer of the company proposes to convert each item
on the 1923 balance-sheet at the rate of exchange current at the
close of that year and to use these figures in preparing the con
solidated balance-sheet. The difference between the value at
which the capital stock of the foreign subsidiaries is carried on
the books of the head office and the net worth thus determined,
he proposes to add to the consolidated fixed assets.
Criticise or justify the proposed method of handling these
accounts. Explain and illustrate what method, if any, you
would consider preferable.
No. 6 (25 points):

A series of 5% bonds totalling $100,000 is issued, dated Jan
uary 1, 1925, redeemable at par by ten annual payments of
$10,000 each, beginning December 31, 1935. What equal annual
sinking fund is required to be provided on a 4% basis to pay off
the bonds as they mature?
The first payment to the sinking-fund trustees is to be made
December 31, 1925, and annually thereafter.
What is the status of the sinking fund on December 31, 1934,
1935 and 1936?
Given at 4%: (1+i)10 1.48024428 (1+i)20 2.19112312
v10 .67556417
v20 .45638695
at 5%: (1+i)10 1.6288946
(1+i)20 2.6532977
v10 .6139133
v20 .3768895

Commercial Law
May 15, 1925, 9

a. m. to

12.30

p. m.

(Each satisfactory answer is entitled to 10 points)
NEGOTIABLE INSTRUMENTS

Answer three of the following four questions:

No. 1. A delivered to B the following instrument: “Jan. 5th,
1925. One month after date I promise to pay to B, seven hun
dred fifty dollars”. (Signed) “A”. B. endorsed the instrument
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in blank before maturity and delivered it to C for value. When
due, A refused to pay and C sued B. Could C recover?
No. 2. Burns lent a sum of money to Atkins, but at a usurious
rate of interest. He took a note payable to bearer for the amount
of the loan and interest. Burns then sold the note to Wilson but
endorsed “Without recourse”. Wilson could not recover the
face amount of the note from Atkins because of the usury and so
attempted, by suit, to recover from Burns, the endorser. Could
he recover?
No. 3. A entered into an agreement to purchase certain shares
of stock of the X Y Company, the agreement providing for the
giving of a note for the amount of the deposit on the signing of the
contract. The agreement further gave A the right to cancel his
agreement to purchase on notice to the X Y Company. A gave
the note. The X Y Company induced C to endorse the note as an
accommodation and the note was thereupon discounted at a bank.
A duly cancelled his purchase agreement but the note was not re
turned. On maturity, as neither A nor the X Y Company paid
the note, C did so and the note, endorsed in blank, was turned
over to him. C sued A on the note. Could he recover?
No. 4. You are the holder of a negotiable promissory note en
dorsed in blank by John Jones. How would you transfer the note
so as not to become liable as a party to it, as a guarantor of its
genuineness or as to prior parties?
CONTRACTS

Answer two of the following three questions:
No. 5. Hecht purchased from McCormick a team of horses for
$650, a set of double harness for $185 and a wagon for $75. Be
fore delivery the harness was stolen. McCormick tendered de
livery of the team and wagon, but Hecht refused to accept and pay
for them on the ground that McCormick could not deliver the
harness also. Was Hecht correct in his position?
No. 6. A entered into a contract to erect a house for B at a
cost of $10,000. During construction, A notified B that the price
of a certain material called for by the specifications had advanced
so that it could not be used unless B would agree to pay $600 more.
B agreed, but when the house was completed refused to pay the
extra $600, so A brought suit. Did B have a defence?
No. 7. Smith contracted to sell to Jones certain goods of
specific quality to be delivered by truck to Jones’ place of business
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on March 10, 1925. On that date Smith delivered the goods
and Jones paid for them. At the date of delivery the goods were
of considerably higher market value than the price under the con
tract. The next day Jones found the goods were not as specified.
He, Jones, then returned the goods, notifying Smith that he re
scinded the contract, and replaced them by purchasing other goods
in the open market. Jones subsequently sued Smith to recover
the amount he had paid to Smith and also the amount he had
been compelled to pay above the contract price in order to pur
chase in the open market. What did Jones recover?
PARTNERSHIP

Answer one of the following two questions:

No. 8. State the rule for the marshalling of assets and payment
of firm and individual debts where a copartnership becomes in
solvent, the members thereof having personal assets and individual
creditors.
No. 9. To what extent is a partner liable to his copartners for
losses incurred in his conduct of partnership transactions?
CORPORATIONS

Answer one of the following two questions:
No. 10. A meeting of the board of directors of the Z corpora
tion was called to consider the issuance of bonds. A, one of the
directors, did not attend but gave a proxy to F authorizing F to
attend in his place. Was this proper and could F attend and act at
the meeting?
No. 11. The Z corporation had a board consisting of fifteen
directors. It adopted a by-law authorizing the board to appoint
a committee of five of its members with authority to act whenever
the board was not in session or could not be convened. This com
mittee at one of its meetings authorized the sale of a bond and
mortgage held by the corporation. Subsequently the assignment
of the bond and mortgage, executed in accordance with the author
ization, was attacked on the ground that it was not the act of the
corporation, it not having been authorized by the whole board at
a board meeting. Was the claim made correct?
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BANKRUPTCY

Answer the following question:
No. 12. Explain the difference between a trustee in bank
ruptcy and a receiver in bankruptcy.
INCOME TAX

Answer both the following questions:
No. 13. A purchased an apartment house in 1921. A never
received any income from the property; in fact, it never produced
sufficient revenue to pay for the cost of running it. He sold the
property in 1924 at a price lower than that he paid for it. You
are called upon to prepare A’s income-tax return for 1924. Upon
examining his returns for prior years, you find that no deprecia
tion was ever deducted by A in regard to the apartment house
property, A explaining that as there was no income from the prop
erty to serve as the basis of a reserve fund for depreciation, he
had never taken any. How would you compute A’s loss on the
sale and should any action be taken with reference to the returns
for prior years?
No. 14. A was the owner of a majority of the capital stock of
the M corporation; in fact, he held all the stock with the exception
of a few shares. He was also the president of the corporation and
the directors voted him a salary of $20,000 per annum. The
corporation deducted the $20,000 from its 1922 return as compen
sation paid. Upon audit of the return the commissioner of in
ternal revenue refused to allow the full $20,000 deduction and
reduced it to $16,000. Has the commissioner such power and, if
so, in what circumstances?

Accounting Theory and Practice
PART II

May 15, 1925, 1 p. m. to 6 p. m.
The candidate must answer all the following questions:
No. 1 (32 points):
The Rollins company, manufacturing one main product “X”
from which are recovered two by-products “Y" and “Z”, main
tains a number of processing departments and a selling branch.
Product “X” is shipped to the selling branch as manufactured
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and billed at cost. “Y” is shipped as recovered to an affiliated
company which is billed for it on the basis of a yearly contract
price of $20 per ton. “Z” is held in stock pending instructions
from the selling branch.
Three raw materials, “R”, “S” and “T”, are used. These
when acquired are held in store until requisitioned.
The manufacturing process passes through five consecutive
stages. In department A, materials “R” and “S” are received
from store in equal daily quantities which are combined in equal
amounts by weight. At the completion of the process in this
department, by-product “ Y” (equal to ten per cent of the mate
rials processed) is drawn off and shipped direct to the purchasing
company as explained above. Eighty per cent by weight of the
total ingredients is piped to department B, at a constant rate, for
further treatment. The remaining ten per cent of the original
materials represents evaporation loss in this department.
In department B, material is received from A in the proportion
of 4 tons of the mixture to each ton of material “ T ” issued. The
process used in B is complicated and requires several days.
While the process is continuous and the mix is effected and de
livered to department C at a constant rate, there are always, ap
proximately, 100 tons of the mix in process in the retorts of this
department when the plant is being operated to capacity.
In department C, ingredients to the amount of ten per cent of
the total mix are separated and transferred to department D,
where, after further refinements involving a ten per cent loss, the
by-product “Z” is recovered. The processes in both departments
C and D require only a short time and are continuous, so that,
ordinarily, at the close of each day no goods in process remain in
either.
The main product, equal to ninety per cent of the materials
handled in department C, goes to department E where it is stored
until the manufacturing process is completed by grinding and
packing.
On January 1st the plants resumed operations, after a month’s
shut-down for general overhauling, and when the processing was
begun again were run to capacity throughout the month.
A summary of the inventories on hand at the beginning of the
month was as follows:
Raw materials:
$5,200 (cost)
100 tons
“R”
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Goods in process:
None
Finished goods:
Product “X” boxed and ready for
shipment to the selling branch
4,210 (cost)
Product “Z”
10 tons
820 (market)
During the month of January, the purchases of raw materials
were:
300 tons
$7,200
“R”
“S”
2,500
500 ”
120 ”
4,800
“T”
Issues of materials at cost for the same period were
"R”
$11,200
“S”
1,750
“T”
4,000
Total
$16,950

Analysis of payrolls for the month shows:
Dptmt.
Total hours
Total wages
A
6,000
$ 2,400
B
7,000
4,200
C
3,600
3,600
D
1,200
840
E
5,000
2,500
Totals

22,800

$13,540

Departmental burden, amounting to $11,400, was distributed
to the departments on the basis of labor hours.
On February 1st, there were on hand 46 tons of product “Z”
which can be sold at the current market for $75 per ton. None of
the product has been sold or shipped during the month.
All of product “X” completed during the month of January,
amounting to 200 tons, together with that on hand at the begin
ning of the month, ready for shipment, has been delivered to the
selling branch.
You are required:

(a) To make a summary of all inventories as at February 1st,
showing both tonnage and value of the goods in process
remaining in each department
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(b) To give the billing price per ton of product “X” manu
factured during the month.
No. 2 (14 points):
Two companies, A and B, enter into an agreement to develop
mineral properties at present owned by B. The agreement pro
vides that A shall furnish cash capital of $1,000,000 which is to be
used in the development of the properties, that the profits are to
be shared equally but that B is to receive the sum of $1,000,000
out of A’s share of profits before A receives any of the profits.
It is estimated that the property will have a life of 20 years.
At the end of the first year of operation, the profits amounted
to $600,000.
The accounting records relative to these transactions are kept
by company B.
You are required to prepare journal entries giving effect to the
above on the books of company A and state how the liability for
the $1,000,000 payable out of earnings should be set up on com
pany A’s balance-sheet.
No. 3 (10 points):
What is meant by “budgetary control” in business?
definitely some of its advantages.

State

No. 4 (10 points):
You are called into consultation by the president and general
manager of the Women’s Retail Stores Corporation and told that
although the company has been “marking up” all its merchan
dise 66⅔ per cent, yet at the close of the year it is surprised to
learn of a loss, a substantial profit being expected.
The president lays stress on the point that the “mark up”
(66%%) is “enormous” and that the operating expenses are not
excessive.
What is your opinion of the president’s statement?
No. 5 (20 points):
On January 1, 1919, A and B bought land in Malaya, for a
rubber plantation, for $570,000, each partner contributing
$400,000 cash as capital.
Interest on capital was to be
allowed at 6% per annum and net profits were to be divided
equally. Personal drawings were limited, for the first five years,
to $5,000 per annum each, to be charged to expense as manage
ment salaries.

457

The Journal of Accountancy
During 1919 they spent $150,000 in clearing one-half of the
land (called estate No. 1) of jungle growth, making roads and
building houses and sheds; they also paid $30,000 for planting
rubber trees.
Wages and direct expenses for rubber cultivation cost $5,000
in 1920, $6,000 in 1921, $8,000 in 1922 and $7,000 in 1923.
In 1922, sales of gathered rubber realized $80,000 and the 1923
crop realized $200,000.
As rubber trees do not reach maturity until after three years,
“catch” crops of tobacco were planted. The planting and culti
vation of these tobacco crops cost as follows:—in 1919 $1,500,
1920 $2,500, 1921 $4,000, 1922 $3,000 and 1923 $5,000.
The tobacco produced from estate No. 1 realized $3,500 in
1919, $6,000 in 1920, $8,000 in 1921, $5,500 in 1922 and $9,000 in
1923.
In 1921, an additional one-quarter of the land (called estate
No. 2) was cleared at a cost of $90,000 and was planted with
rubber trees at a cost of $20,000. Labor and expense charges
paid for the rubber cultivation on this estate were $5,000 in 1922
and $6,000 in 1923.
The cost of tobacco planting and cultivation on estate No. 2
was $2,000 in 1922 and $3,500 in 1923, these crops realizing $3,000
and $6,000 respectively.
The general expenses connected with the foregoing transac
tions were as follows:—1919 $6,000, 1920 $7,500, 1921, $7,000,
1922 $9,000 and 1923 $10,500.
The foregoing data were gathered from cheque-book stubs,
verified by bank statements, and information supplied by the
partners, no other records being in evidence.
Prepare profit-and-loss accounts and balance-sheets at the end
of each year, 1919 to 1923, inclusive, carrying forward the profits
or losses.

No. 6 (14 points):
Brown and Green entered into a joint adventure.
On May 1,1924, they purchased 5,000 tons of coal in Philadel
phia at $4 per ton, f.o.b., for which they gave notes on May 10th
for one-half at 3 months and for the other half at 6 months. The
coal was shipped to Mexico City on May 15th, the freight, etc.,
amounting to $5,000.
A joint banking account was opened on May 10th, each party
contributing $6,000.
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The freight was paid for by cheque on May 20th and on May
25th a cheque was drawn for $1,000 for charges at Mexico City.
The coal was sold at $7 per ton and the proceeds used to
purchase a cargo of timber, which was shipped to Philadelphia.
Freight and other charges thereon, amounting to $3,750, were
paid by cheque June 30th.
During July four-fifths of the timber was sold for $32,000.
This was received and paid into the joint account, August 2nd.
In order to close the transaction, Brown agreed to take over
the remaining one-fifth at cost price including freight and charges
and he paid a cheque for this into the joint account, August 10th.
The first note fell due and was paid August 13th and on the
same day the other note was paid under discount at the rate of
four per cent per annum.
Prepare accounts showing the result of the foregoing transac
tions, disregarding interest on capital contributions.
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Tax Problems of the Naval-stores Industry
By Philip Devlin
Because of many peculiar characteristics of the so-called “navalstores” industry, those engaged in this form of business have
been forced to evolve a special system of accounting to reflect ac
curately the costs of producing rosin and turpentine, with particu
lar regard to the necessity of such figures for use in federal incometax returns. While the general handling of such matters by the
producers of naval stores is accompanied by the usual problems
incident to other businesses, there are three phases of the navalstores producer’s returns which require more than ordinary
thought, if he is to receive the benefits of a return made so as truly
to reflect the taxable income of his business. These are the
questions of leases, inventory costs and depreciation.
Probably the chief of these is the ability to establish the cost of
inventory in a manner satisfactory to the treasury department.
This is true because of the fact that the naval-stores operator is
placed rather in the position of a farmer in that he produces
simultaneously and for the same costs two major products and a
by-product. As in the case of a cotton farmer, who, for the same
expenditure for labor and supplies, produces his seed, cotton and
linters; so the naval-stores operator for the same costs produces
turpentine and rosin, with dross as a by-product. Nor is it
possible to segregate with accuracy the costs applicable to each
of the marketable products, since the production is simultaneous
for the three items and is, with the exception of sale and shipment,
the final step in the operation for which all manufacturing costs
are incurred.
This will be more readily understood by readers not familiar
with the naval-stores industry, when it is explained that all the
products are obtained from the distillation of the gum secured
from the long-leaf yellow pine. When this gum is subjected to
direct heat distillation, the turpentine comes over as a distillate
and the residue is rosin. In barreling the rosin, after the turpen
tine has been removed, it is passed through a series of strainers,
the last of which is covered with cotton batting. This is done to
remove the particles of dirt and chips contained in the gum, and
as the batting becomes fully impregnated with the hot rosin during
this straining process, it acquires a value as batting dross for
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re-sale to others engaged in the reclaiming of rosin content and
constitutes the by-product mentioned above.
It can be readily seen, therefore, that up to the point where
distillation is complete all costs are incurred for securing the crude
gum itself and breaking up the gum by distillation into its com
ponent parts, which constitute the products of the industry.
The costs of securing and preparing the timber, the “chipping” of
trees to produce the gum-flow, the gathering, hauling and stilling
of the gum, together with the incident overhead and supervision
costs, are inseparably connected with all the products derived
from the operation and cannot be segregated as applying to one
or the other.
This peculiarity of the naval-stores industry has been in a
measure recognized by the treasury department, in that returns
of those companies engaged in the production of rosin and tur
pentine have been assigned in the past to different divisions of the
income-tax unit, although the returns were identical in character.
Many of the cases in the writer’s own experience have been found
in the manufacturing section, while others were lodged with the
now discontinued division of natural resources, where they more
properly belonged. In the former cases, questions of inventories
at cost were probably more troublesome, as the personnel of the
manufacturing section was accustomed to deal with cost records
where only one product was concerned or where the costs of several
products could be accurately determined.
In order to overcome these difficulties and to enable the navalstores producers to make use of an inventory basis “at cost or
market, whichever is lower,” it was necessary to evolve a system
whereby the total costs of production could be equitably allocated
to the various products and to have this system recognized by the
department for purposes of income-tax returns. This difficulty
was, of course, first apparent in the returns filed for the year 1917,
and at that time a method was devised by some of the largest
operators for giving the desired results. This method has been
in consistent use since that time by those familiar with its work
ings and has been recognized as satisfactory by the treasury
department in numerous cases since that date.
The method classifies the production of turpentine as primary
and bases the unit of cost on one barrel of turpentine produced,
with its equivalent in rosin and dross. This is particularly
feasible because production and general costs records in the in
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dustry have always been based on the same unit. Experience
has shown that, for each barrel (50 gallons) of turpentine pro
duced, there is produced approximately three and one-third
barrels (500 lb. average) of rosin. This equivalent will vary
slightly, but the ratio of 3⅓ to 1 is one that remains remarkably
constant through years of observation, and it is of course due to
the chemical composition of the crude gum itself.
It is, therefore, an easy matter to determine the cost of one
unit by dividing the total costs of operation by the number of
barrels of turpentine produced. With this unit cost fixed, it is
now necessary to apportion it in an equitable manner over the
products secured. The method which suggests itself most readily
is that of apportioning the cost with due regard to the sales value
of each part of the unit. It was realized that the breaking up of
the unit cost on this basis was subject to criticism in point of
exactitude; but familiarity with the industry convinced those
responsible for the method that it was the only feasible one, and
it was moreover a basis for an equitable distribution of the costs.
It was with this in mind that the allocation of cost was made to
the three products on a percentage determined by taking the
sale value of each part of the unit in conjunction with the sale
value, at the inventory date, of the unit as a whole.
This can be more clearly illustrated by reference to a hypo
thetical case, as follows:
The “A” Company produced in a given year a total of 500
barrels of turpentine, 1,700 barrels of rosin and 25 tons of dross.
In producing one barrel of turpentine, it, therefore, produced
3.4 barrels of rosin and .05 tons of dross. In such a case, then,
the unit of cost would be:
1
Barrel of turpentine (50 gallons)
.4
3
Barrels of rosin (average 500 lbs. each)
.05 Tons of dross (100 lbs.)
Assuming a market value at the inventory date of $1.00 per
gallon for turpentine, $12.00 per barrel for rosin and $20.00 per
ton for dross, it would give a sales value to each unit of $91.80, of
which each part of the unit furnished a percentage of the total
value, as shown:
1
Barrel of turpentine, 50 gallons at................
.34
Barrels of rosin at...........................................
.05 Tons of dross at...............................................

$1.00-$50.00 or 54.46%
12.00- 40.80 or 44.44%
20.00- 1.00 or 1.10%

Total sales value......................................................$91.80 or
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Assume likewise a total cost of operation as made up of the
following items:
Labor, materials, etc................................................................
Timber leases paid...................................................................
Overhead and supervision......................................................
Depreciation.............................................................................

$30,500
7,000
1,500
2,000

Total..................................................................................

$41,000

We find, then, a unit cost of one five-hundreth of this amount or
$82.00. Since the market value of the same unit is shown as
$91.80, the cost is less than market and the company is entitled
to use cost in its closing inventory for tax purposes. With the
unit cost fixed and the percentage valuation given, the problem
of reducing the unit cost to its component parts is a simple one
and we have:
1
Barrel of turpentine costs.........................
3.4 Barrels of rosin cost...................................
.05 Tons of dross cost......................................

Total unit cost......................................

54.46% of $82.00 or $44.66
44.44% of $82.00 or 36.44
1.10% of $82.00 or
.90

100%

$82.00

The company, in its closing inventory, would accordingly price
turpentine at $44.66 per fifty-gallon barrel or 89.32c per gallon;
rosin at $36.44 per 3.4 barrels or $10,717 per barrel, and dross at
90c per .05 tons or 0.9 cents per pound.
It will be noted that this method of fixing cost inventories for
these products is designed to make use of the only two factors
entering into the computation which are definitely known. These
are, of course, the costs and the sales value of each unit.
While admittedly not perfect, this method has been used with
success and has, moreover, the sanction of the department.
Probably the next most important problem which the navalstores operator is called on to face in regard to tax returns is that
of depreciation on plant and equipment. This is due primarily
to the character of the fixed assets necessary in the operation, the
most of which are peculiar to the naval-stores trade and their
salvage value at the close of the operation is practically nil. The
erection of temporary camps for the purpose of working a certain
body of pine timber naturally results in a limitation of the useful
life of such plants to the time required to complete the turpentine
operations, before the timber worked is given over to the saw
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mills. In such circumstances, depreciation, always a vexing
problem from the income-tax angle, assumes new difficulties.
Depreciation, by its very nature, is of course a factor that must
be carefully considered in computing true income, although it is
the one item of deduction allowed in tax returns that cannot be
definitely fixed except in the light of past experience. While
there have been serious attempts by the tax authorities to stand
ardize such allowances for the various classes of property subject
to depreciation, such attempts of necessity have been general in
character, and they have been inadequate when applied to the
common equipment of the average turpentine camp. The true
theory of depreciation, so far as the income tax is concerned, is to
provide for the capital outlay necessary in the purchase or erec
tion of a plant over the useful life of such plant, with due regard
to betterments, additions and salvage value. While it is possible
to arrange from experience a table of percentages covering various
items of property used in other businesses, this is not at all true
in the case of the naval-stores industry for reasons peculiar to the
industry itself.
For example, let us assume that the “A” Company secures by
lease the turpentine rights to a certain body of timber and is, as
is most often the case, to be allowed full three years’ operation
before the timber is relinquished to the mills. Under such a
contract, the timber owner is to be called upon to designate the
acreage on which the operation is to take place and he must en
deavor to designate the acreage which will be required for saw
mill purposes three years later. The element of uncertainty
enters immediately into the proposed life of the operation.
Practice has shown that it is impossible to foretell exactly what
timber will be ready for logging operations at the end of the third
year of turpentining. With a designation before it, attended with
the uncertainties of later requirements, the "A” Company proceeds
to erect its plant at a point that will be economical of operation
for the timber in hand. It purchases the necessary cups, aprons,
mules, wagons, harness, trucks, tools, stills, storage tanks and the
like; constructs roads, bridges and telephone lines; installs water
systems, and erects the necessary houses for employees, distillery
buildings, barns, offices and commissary. All these are temporary
structures only serviceable as long as the timber can be operated
economically from the chosen camp-site. At the end of that
period, it is assumed that no further timber is available in the
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immediate vicinity. The character of the equipment and its
temporary construction make valueless the major part of the
property, except to one about to engage in the same business at
that particular spot, a possibility precluded by the lack of avail
able timber. This explains why there is little or no salvage value
in the property when the life of the camp has ended.
With this in mind, it has seemed the part of wisdom for the
naval-stores producer to provide for a return of the capital
invested in such plants during the active life of the operation,
through a depreciation allowance based upon such life and at a
fixed percentage of the cost. Here, again, experience becomes
the governing factor and it is found that the average life of a
camp of this sort is from five to seven years. This means that a
fixed annual rate of depreciation of from fifteen to twenty per cent
must be claimed in order to provide for the extinguishment of
the plant value in that period. Allowing for the necessary
additions to the plant from year to year, the application of such
a rate to the book value of the plant as a whole, at the end of
each fiscal year, with no attempt to segregate or classify the
assets, will result in an increment at the end of the period that
can well be taken to represent the salvage value of the movable
portion of the plant. This can be illustrated by a supposititious
case of a plant originally constructed for $100,000 to serve a fiveyear operation, in which additions average $5,000 yearly:
Year
First....................
Second................
Third..................
Fourth................
Fifth...................

Book value Additions Adjusted Rate Depreciation
$100,000
None
$100,000 20%
$20,000
100,000
5>ooo
105,000 20%
21,000
5,000
22,000
105,000
110,000 20%
115,000 20%
23,000
110,000
5,000
5,000
120,000 20%
24,000
115,000

Values at end of period..........
Recovered through depreciation......................
Salvage value......................................................

$120,000
110,000

$110,000

$10,000

While the method of application and the rate used may appear
unusual, such allowances have been justified by actual experience
—and this, after all, is the true test of the accuracy of such deduc
tions. Moreover, the method has the further merit of precedent
and expediency in that it has been recognized as satisfactory by
the department in a number of cases coming within the writer’s
own experience. Numerous attempts to classify the property
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depreciated and apply varying rates have ended only in confusion.
For the average operator the method shown is easier of applica
tion, and it can be supported by actual practice.
The last of the problems faced by naval-stores operators, so
far as income tax is concerned, is that of a proper deduction of
lease costs. This applies, of course, only to operators who do not
own the timber which is being worked but lease it for the turpentine
rights involved. Leases are of many sorts, each of which of
course requires a difference in method of handling. The most
familiar types of lease may be roundly divided into two general
classes: the straight-payment lease and the percentage lease.
There are several variations of the first class, as, for instance,
a lease for a round sum covering the full working of a given body
of timber; a lease requiring the payment of a fixed sum per crop
of 10,000 cups secured for each year’s work; a lease based upon a
graduated scale of payments annually for the various classes of
crops, or a combination of two or more of the above bases. In
addition, there are leases on an acreage basis, which are not so
common now—they are, after all, only another variation of the
per-crop lease.
Percentage leases are divided again into two general classes,
depending upon whether the consideration is to be a percentage of
the gross product obtained from the timber or a percentage of
the net profits realized from the turpentine operations. There is
yet another class of lease combination, combining both the above
forms. In this the lessee is called upon to pay a fixed annual
rental per crop and in addition thereto to pay to the lessor a per
centage of the profits accruing.
Of course, the handling of deductions for the first class, or
straight-payment lease, is a simple matter. If acquired for a
round sum covering the total operation, the producer is naturally
entitled to deduct in each year of the operation an aliquot part
of such payment, and the question of a proper annual deduction
becomes one of fixing an equitable portion to be so deducted,
based on the length of time necessary to complete the working of
the timber under contract. Here, again, the element of experi
ence is valuable in estimating accurately the number of crops to
be obtained from the timber and the number of years each crop
is to be worked. From these factors one may compute a division
of the lump-sum payment on the basis of the cost per crop per
annum. This can be varied to include a graduated scale of costs
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for several years. It is only necessary for the operator to be able
to produce reasonable proof of the accuracy of his distribution of
the total cost over the life of the operation.
This ease of handling applies equally to the other forms of
straight-payment leases mentioned. Under these forms the
annual payments cover only the cost for the year involved,
whether graduated or not, and constitute a proper deduction for
the year covered by the payment. When there is a combination
of the two classes, the operator is of course entitled to deduct
annually, not only the payments for each year’s work, but also
an aliquot part of the bonus or lump-sum payment, as explained
in the preceding paragraph. Acreage leases of course can be
depleted on the basis of the price per acre and the number of
acres used in each year.
Difficulty experienced in regard to percentage leases is due to
the absence of a fixed basis for deduction of lease costs. Where
the percentage is one of profits rather than of product, it is neces
sary, of course, for the producer first to establish the profits
subject to division with the lessor and then to make provision
for the proper deduction through payment or reserve before
closing the books preparatory to making tax returns. This
matter assumes particular importance in cases where it is neces
sary to use the cost inventory, as obviously the cost of product
cannot be accurately obtained without the inclusion of such lease
payments. It is permissible to set aside from the taxable income
a reserve covering the profits due to the lessor under such an
arrangement, as it is obviously impossible to include the payment
of such items in the records for the year involved. Any deficiency
or excess discovered in such a reserve will be included in the tax
able income or expenses of the subsequent year when discovered
or it may be made the basis of an amended return for the year to
which it applies.
Where the percentage lease is one of product, the chief problem
which arises is connected with the cost inventory, since the income
is not affected in any manner, except that the product available
for sale or inventory is reduced by the amount set aside as con
sideration for the lease. Here no direct deduction for lease cost
as an expense is necessary, as the setting aside of the lessor’s
proportion of the product obtained serves the same purpose by
reducing the income from goods sold and inventoried. However,
in calculating the cost of inventory, it must be remembered that,
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for the total expenditures recorded for labor, material, supervision
and overhead, the producer has only received a portion of the total
production available to him for sale and consequently productive
of income. In this case, the simplest and most accurate method
of determining inventory costs is to divide the total cost by that
portion of the product accruing to the operator, rather than by
the full production as suggested above in regard to inventories.
For illustration and using the same hypothetical case, assume
that the “A” Company, instead of having a fixed lease cost, is
operating under a contract whereby 32½% of the product accrues
to the lessor as consideration for the lease. Then of the 500 units
produced the lessee retains only 67½% or 337½ barrels of tur
pentine and its equivalent in rosin and dross, which remains
constant in ratio. The cost figures in this instance would be:
Labor, materials, etc..........................................
Timber leases paid..............................................
Overhead and supervision..................................
Depreciation.......................................................

$30,500.00
None
1,500.00
2,000.00

Total cost....................................................

$34,000.00

However, for this cost, the company has secured for itself only
a total of 337½ units, and its unit cost would be found by dividing
the number of these available units into the cost as shown, from
which all question of lease is excluded. This would show a unit
cost of $100.74 and with the market value of one unit assumed to
be $91.80, would indicate the use of a market inventory as being
lower than cost. However, with a market value assumed at a
figure above the cost shown, the same steps for determining per
centages and allocating the unit cost to its component parts
would be followed.
At first glance, it might appear that the same result would be
obtained by calculating the unit cost of the entire production and
then including the cost so found on the lessor’s proportion as a
part of the cost of that portion retained by the company, as lessee.
This is not correct, and the method results in an apparent increase
in the cost of the product to be inventoried. For example, the
company produced at a cost of $34,000, exclusive of lease, a total
of 500 units, an original cost of $68 for each unit. It sets aside
for lease purposes a total of 162½ units; which at $68 each would
represent a cost of $11,050 when computed in this manner.
Adding this to the known costs of $34,000 we have an apparent
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cost of the remaining product to the company of $45,050, or
$133.48 for each of the 337½ units retained, against a cost of
$100.74, as above. This method is incorrect because it includes in the
company’s costs a provisional value on product which was never
owned by it but accrued to the lessor at the moment of manu
facture, under the terms of the lease, and consequently has no
part in the income of the company or its expenses. The other
method, however, appears entirely reasonable as it is based on
absolute costs for which the operator secured a fixed quantity of
product. With both factors accurately determined, it follows
logically that the cost to the company is to be found only by
dividing the known costs by the actual number of units received
as a result of these costs. This method has also been accepted
by the department in a number of cases and can be relied upon
as satisfactory in similar instances.
The problems here discussed are not at all unusual and are
fairly representative of the troubles experienced in the past by
naval-stores producers generally. The peculiarities of the indus
try make it apparent that great care and thought should be given
to the tax questions involved in such cases and to the preparation
of returns that will truly reflect the taxable income, as it is affected
by inventory costs, depreciation and leases.
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By E. G. Lee

Harmonious internal relationships in any commercial organiza
tion depend upon the existence of a spirit of cooperation, not only
between the two main groups, employers and employees, but also
between the members of each group. Any lack of harmony
breeds discontent, inefficiency and disorganization. The value of
cooperation is generally recognized, but the means to that end
will vary in different organizations.
The importance of relationships of the personnel may be judged
by the fact that they are among the most universally discussed
topics in commercial literature today. The attitude of the oldfashioned employer was that the employee must do his way or
quit, and the employee was left to learn how as best he could. But
when the development of modern accounting analysis disclosed
the high cost of labor turnover, executives began to look at the
matter in a different light. Welfare and educational work has
now become a well recognized activity in the most successful
industries, and relatively large expenditures for such purposes are
deemed justified.
Loyalty and efficiency are undoubtedly obligations devolving
upon every employee. What is more, the employee cannot be
happy and contented in his work unless he experiences a feeling of
loyalty and respect for his employer. Happiness, according to
great philosophers like Herbert Spencer, is the chief aim of human
life. The best part of a man’s life is given to his work, and if he
can not find happiness therein, he is missing the best part of his
rightful heritage. But the responsibility for loyalty does not
rest alone upon the employee. The spirit of loyalty can be in
tensified through the development of proper sanctions, and effi
ciency can be increased through the creation of proper incentives.
Loyalty can not be measured in monetary terms; therefore it
can not be bought, but it can be inspired. It is a mutual feeling
which results from a common desire to live up to the spirit of the
golden rule.
Granted sound character on both sides, loyalty will exist in the
degree in which there is mutual confidence and respect. Most
personal troubles in this world have their inception in misunder
standings. The moment such misunderstandings occur in a
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commercial organization, trouble starts travelling in a vicious
circle, aggravated by every revolution. Selfishness on one side
breeds or intensifies selfishness on the other, and unimportant
incidents are magnified into grievances.
In large organizations, case studies have been made, and the
underlying causes of employee dissatisfaction have been classified
with a view to their elimination. In smaller concerns accurate
diagnosis is more difficult.
These considerations become important to us in the accounting
profession when we realize that hardly any type of business is
more apt to experience disastrous results from rapid labor turn
over than a public accountant’s office. The custody of the firm’s
goodwill is more than ordinarily in the hands of its assistants,
because through them, to a great extent, immediate contact with
the firm’s clients is maintained. The character and permanence
of an accounting firm’s employees becomes a matter of importance,
and no firm could afford to hire any assistant who would accept
the position with the secret intention of merely using it as a step
ping-stone to something outside.
It becomes a matter of serious interest to the employer, there
fore, to determine what policy is best adapted to the securing and
maintenance of a satisfied force and to the reduction of desertions
to a minimum. When an accountant leaves the service of a large
and well-equipped organization to start in business for himself, he
is aware that he is doing so under certain handicaps. He can not
expect to offer his prospective clients the same elaborate facil
ities that have been made available to him in the past, and it may
be years before his net earnings will equal the salary he has relin
quished. If his services are worth retaining, therefore, it ought
not to be difficult to convince him of the superior inducements to
be found within the organization.
The problem is largely a psychological one. Its elements are
to be found deep down in the peculiarities of human nature. In
most men of ability there is a latent desire for self-expression.
The man who can find a way to express himself in his work is
happy. He can almost make of his work a fine art. But, on the
other hand, the employee who finds his personality submerged or
unnaturally subordinated, is apt to become discontented and to
lose some of his natural efficiency.
In a large organization men accept subordination more cheer
fully than they do in small concerns where personal contacts are
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closer, because in the larger and more complex organization there
is of necessity a delegation of authority which gives men an oppor
tunity to develop their executive ability in little spheres of their
own. The employee of such an organization sees continually
before him a ladder of promotion which it may be possible for him
to ascend. In the small organization, on the contrary, the per
sonalities of the employees are more apt to be dominated by one
authority, without any gradation of responsibility. The em
ployee in such an office is apt to feel that the firm is everything
and that he is nothing, and has no hope of ever becoming any
thing more than a cog in the wheel. He thus becomes deprived
of the incentive of ambition within the organization, and, if he is
a live man, is apt to look outside for his future opportunities.
The situation becomes aggravated if the employee finds, upon
experiment, that his suggestions for internal betterments are un
welcome or ignored, and, if that attitude towards him persists, he
will utterly fail to develop that subtle sense of co-proprietorship
which certain gifted employers are able to engender in their men
and is such a potent incentive to superlative endeavor.
In manufacturing concerns, some of the greatest inventions
have been the developments of ideas which originated in the
minds of humble employees. With the higher class of average
intelligence which should be found in a public accountant’s
employ, staff members should be capable of submitting sugges
tions from time to time which would prove of real worth to the
firm, provided its members are men with open minds.
In the enumeration of employee incentives, reasonable continu
ity of employment must be considered as a prime essential. It is
as important to the employee as to the employer. The only ex
ception might be that of juniors on trial or temporarily employed
during the rush season. No employee can identify himself with
the interests of his firm unless he believes his position is a per
manent one or hopes to make it so. Ambitious employees are
better than dead ones, but their ambitions should be directed
within the organization rather than outside. This is only possible
where the organization affords opportunity for advancement.
This does not necessarily mean a procession of salary increases,
though conspicuous progress sometimes merits it in individual
cases, and the necessity for adequate compensation should never
be overlooked. But in public accounting work, the per-diem
basis for fees places a limit upon the remuneration which staff
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assistants can hope to receive. Even the heads of the firm can
hardly expect to get rich in their chosen profession. They
can not fail to realize, therefore, that there must be other compen
sations if their employees are to remain satisfied. Every em
ployee appreciates an advance in prestige. If as the years go by
he can look forward to a stronger voice in the firm’s affairs, as
increasing responsibility is delegated to him by those higher up;
if he can progress from junior to senior, to supervisory or in-charge
work, and finally become an examining accountant, with eventual
partnership interest as the ultimate goal, the situation may be
ideal—probably more than most men can hope to realize. But
the wholesome effect of such a regime upon the morale of a staff
would be incalculable.
A very important incentive to every worth-while employee is
the reasonable opportunity to obtain a degree. The late Edwin
J. Bishop, who possessed the confidence and affection of his men
to an unusual degree, once said “ I do not want a man on my staff
who does not seriously intend to obtain a degree.” When an
employee feels that he has the goodwill of his chief back of him in
this laudable aim, it goes a long way toward the promotion of
good feeling between them. If, on the other hand, the employee
gets the notion in his head, rightly or wrongly, that his employer
is loath to see his staff obtain degrees for fear it will encourage
desertion and increase competition, the effect must prove dis
couraging to the morale of the whole staff. It is important,
therefore, that there should be frank understanding in the matter.
Encouragement of educational work among employees on the part
of the firm has been found to have a unifying effect. Staff meet
ings with frank discussions have been the means of dispelling
many a prejudice.
The ideal condition, therefore, is one of mutual confidence,
where the employee feels that the firm will do everything in its
power to help staff members obtain degrees, and where the em
ployee, on his part, looks upon a degree as a means whereby he
may add one more element of prestige to the organization to
which he is devoted, and of which he expects to remain a perma
nent part. This can only become true when the tests shall be
not merely a technical facility in passing written examinations,
but shall include also the recognition of faithful service ably
performed.
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EDITORIAL
A judgment of the court of appeals of
the District of Columbia in the case of
H. Ely Goldsmith against Clabaugh,
Rankin and Miller, as members of and constituting the board of
accountancy for the District of Columbia, contains matter of im
portance to accountancy boards throughout the country. In
substance the decision finds for the District board in its contention
that the board has the right to refuse to issue certificates under
the reciprocal clause of the District law to certificate holders of
states which do not extend similar privileges to accountants
registered with the District board. This judgment sustained the
decision of the supreme court on which appeal was made. This is
simply a question of interpretation and application of the recipro
cal privileges of state laws and will probably not lead to any wide
differences of opinion among accountants as a whole. A further
allegation in the petition of the plaintiff is, however, of importance.
Plaintiff alleged that he had made application to the board in the
District of Columbia for permission to examine his application
and other papers on file with reference to the petitioner’s applica
tion and that this request had been refused. In answer to this
the board alleged that it had offered to furnish the plaintiff with a
copy of his application, but had refused to exhibit either the
original application or other papers on file relating to it. The
answer of the board as recited by the court of appeals alleged that
these papers had become “a part of the confidential files” of the
board, and further, “that, for the proper and efficient discharge of
their duties as constituting the board of accountancy for the Dis
trict of Columbia, it is necessary that they should so conduct the
work of said board as to be in position to obtain as full information
as possible in regard to the various applicants who may file ap
plications with them, so as to act advisedly in granting or refusing
such applications; and that, if they may be required by any appli
Status of
State Boards
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cant to disclose any matters in the files relating to his application
or to exhibit to him any of the papers or documents connected
therewith, they would thereby hamper themselves greatly in
obtaining the information so necessary in regard to the various
applicants, and would be able to render less useful and efficient
service as the board of accountancy for the District of Columbia.
These respondents are further advised and believe, and therefore
aver, that the communications received by them from time to
time in relation to various applicants with them for certificates as
certified public accountants are confidential and privileged in
character and that it is the duty and obligation of these respon
dents to respect the confidential and privileged character thereof.”

In regard to this question of the con
fidential or public nature of the files of a
board of accountancy the court in the
course of its opinion said in part:

Rights of
Applicants

“An examination of our statute discloses that quasi-judicial powers and
responsibilities are conferred upon the board thereby created, similar to
those conferred upon the United States board of tax appeals by section
900 of the act of June 2, 1924, (43 Stat. 253, 336,), considered by us in
Goldsmith v. Board of Tax Appeals, No. 4257, present term. Possessing
quasi-judicial powers, it necessarily follows that in its deliberations the
board must conform to recognized rules of procedure; that is, regard must
be had in such deliberations to due process of law. By this and similar
statutes in other jurisdictions, it has been recognized that the practice of
public accountancy has assumed such importance and requires such ex
perience and special training as to warrant regulations. While these
statutes are primarily designed to protect the public, they should be con
strued and administered in such a way that capable and deserving appli
cants, possessing requisite character and qualifications, may not be denied
the right to gain a livelihood by practising their calling. These consider
ations should be observed in according due process of law to such appli
cants. Whispered gossip and undisclosed charges and suspicions find no
place in this connection. Section 7 of the act under consideration specifi
cally provides that no certificate shall be revoked until ‘notice of the cause
for such contemplated action and the date of the hearing thereon by the
board’ shall have been given the holder, and that ‘ at all such hearings the
corporation counsel of the District of Columbia or one of his assistants desig
nated by him shall appear and represent the interests of the public. ’ It is
just as important that an applicant for a certificate, who brings himself
within the provisions of the statute, should have notice of any charges
made against him, and forming any basis for the action of the board, as that
the holder of a certificate should receive such notice in connection with the
revocation thereof; and we think the statute clearly contemplates this,
particularly the provisions of section 5 requiring that ‘the time and place
of holding examinations shall be duly advertised for not less than three
days in one daily newspaper published in the District of Columbia’,
plainly indicated that the examination shall be public in all respects.
While the question whether an applicant is entitled to a certificate is
addressed to the discretion of the board, the exercise of that discretion
must not be arbitrary or capricious, but governed by recognized principles.
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For a board composed of public officials, as is this board, to refuse an
application for a certificate for undisclosed reasons is to violate the funda
mental principles of justice and due process of law. Clearly, therefore,
an applicant is entitled, prior to final ruling upon his application, to be
informed as to everything to be considered by the board in his case, with
full opportunity to present any relevant evidence he may wish to offer.
But it by no means follows that one applicant is entitled to consume the
time of the board in inspecting the files of other applicants. The granting
of a right is one thing, while the gratification of mere curiosity is quite
another. ”

The principle enunciated by the court
in this case that a state board of account
ancy has quasi-judicial powers is one
with which there can be no quarrel. Recognition of the proper
status of a state or district board of accountancy is a step forward,
and the judgment quoted above should tend to strengthen the
position of all accountancy boards. There is, however, another
side of the question which is deserving of mention at least. Any
board of examiners in investigating the record of an applicant for
registration must rely largely upon the willingness of disinterested
parties to express unbiased and frank opinions in regard to the
applicant. There are many people who will not hesitate to lend
assistance to the investigation of an applicant’s records if they are
assured that they will not be involved in any further discussion of
the subject or perhaps be dragged into a dispute between the
board and the applicant. But if all records are to be subject to
inspection there may be some difficulty in eliciting full and frank
expressions of opinion as to a candidate’s professional or personal
history. The judgment is sound, doub
tless; but it will not fa
cilitate practical administration.
A Difficult
Distinction

In the May issue of The Journal of
Accountancy we reported the death of
Edward L. Suffern, one of the grand old
men of the profession in America. Mr. Suffern, up to the day of
his death, was intensely interested in the development of his
chosen vocation, and so long as health permitted he was always
ready to respond to requests for service. A peculiar interest
attaches to a manuscript which Mr. Suffern had prepared at the
request of the bureau of public affairs of the American Institute of
Accountants. Following the publication of Mr. Anyon’s reminis
cences of the early days of accountancy here some of the older
accountants were asked to give expression to their ideas of the
comparative conditions today and in the years gone by.

A Message
in Parting
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Mr. Suffern was one of the first to respond to this suggestion and
the manuscript which he prepared was probably one of his last
compositions. In view of the importance of the matter discussed,
and believing that the last word of so prominent a member of
the profession will be cherished by all accountants, we have
asked and received permission to publish the following brief com
ments to which Mr. Suffern had given the title, The Accountant of
Today and Yesterday:

“Among the many activities of the public accountant the fol
lowing have been recently publicly mentioned as matters of news
—the appointment of an accountant as the American member of
the Reparation Commission—the appointment of another as one
of the executive committee of ten to cooperate with the war de
partment as specialists—addresses and conferences with associa
tions of taxpayers, credit man, chambers of commerce, committees
of bankers, legislative committees, etc., etc. There is nothing in
this to excite comment or special attention; it is all quite natural
and expected. It does, however, indicate this—that the accoun
tant is today being recognized as one who, out of his knowledge
and experience, can contribute something of value to the consider
ation of affairs whether they be of a general public character or of
group interest only. Today the accountant has a recognized
sphere in the business world, as distinctive as is that of the lawyer
or the engineer, a sphere which he has created for himself through
the demonstrated value of the services he has rendered during the
years since he began to exist. We find him today, so far as the
certified public accountant is concerned, authenticated by his
state as one whose academic education and technical qualifications
have been tested and demonstrated through rigid examination,
while at least equal qualifications are demanded of non-certified
members of the American Institute of Accountants.
“The accountant of today may be and generally is a member of
a state organization and of one or both of the national organiza
tions. If of the American Institute of Accountants he enjoys the
advantages of a membership corporation owning its own and ad
mirably adapted building, containing a library covering account
ing and related subjects, which is possibly the most complete of
any existing. These facilities are open to all whether members or
not. He is the recipient of a monthly copy of The Journal of
Accountancy, of frequently issued bulletins answering technical
questions of great interest to the propounders and others as well,
and of monthly bulletins containing important information on
accounting matters. He is entitled to practise in common with
lawyers before the board of tax appeals and his service in connec
tion with all tax matters is well admitted. He also finds great
opportunity for service as an instructor and lecturer in the
schools of accountancy and business administration.
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“All this of today. What of yesterday?
“The earliest yesterday within the writer’s knowledge was in
the year 1877 when as treasurer of a Massachusetts corporation
his accounts were audited by Mr. Rodney McLaughlin who just
then announced himself as an examiner of accounts, and who thus,
perhaps, became the forerunner of the whole guild as it exists
today. The earliest practice of the writer was about 1889, when
he was asked to make an examination of the merits of a certain
enterprise for which his previous experience was supposed to
qualify him. This gave him a look into an occupation that pre
sented possibilities previously unthought of which were deemed
worthy of development. At that early date, there were very few
practising public accountants, and Mr. James T. Anyon has writ
ten an exceedingly interesting description of this formative
period. There then existed, first, several firms of practising
accountants, composed of men who had been trained abroad who
had the high qualifications which such training developed and who
in turn instructed the few members of their staffs; secondly, a few
men who were gradually occupied with incidental examinations
along lines of their experience and effort, which, continuing,
created a business; and, thirdly, a larger and continuously enlarg
ing group of men who being at a time without employment felt
that they too might find a career in what seemed a profitable and
unexacting field. Of the last class some survived, others fell by
the wayside giving place to those of more diligence and purpose.
There was practically little or no accounting literature as such—
none of American origin beyond the elementary bookkeeping
treatises. Continuously there appeared more and more alleged
accountants, but the field of employment was restricted as well as
the scope of the work performed.
“From the standpoint of today the accounting records were
(except in comparatively few instances) of a very elementary and
simple character, containing under some general headings whole
groups of transactions which now would be separately indicated.
For instance, under an account called 'manufacturing’ everything
that went into the cost of producing goods might be charged, raw
material, in and out freights, payroll, fuel, incidentals, repairs and
even taxes, and rentals (if such existed). The credit side would
be the finished goods valued at such figure as they were supposed
to have cost. A ‘property’ account might include everything
that could be so designated, lands, buildings, machinery, equip
ment of all kinds, horses, wagons, tools and all else. The signifi
cant account and the one often deemed as the only one worthy of
the attention of owners or head officers, was the profit-and-loss
account, which would reveal how much, if anything, had been
made. If the figure was satisfactory, it was assumed that all
the internal activities had been well handled; if the contrary,
the blame was on general conditions rather than on immediate
causes.
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“As the accountant’s own experience and knowledge increased
and he was brought into contact with different classes of business
and enabled to make comparisons, his efforts were more and more
directed toward enlightening his clients as to the meaning of their
accounts and bringing them to realize the advantage of such im
provement as would make their records more reflective of what
had occurred and indicate the reasons therefor.
“It was difficult and slow work for the most part. The account
ant was tolerated but rarely welcomed and clients were loath to
admit to themselves that the accountant could interpret the
records so as to relate causes and effects more closely than they
themselves could or would do. When one realizes the close and
mutually respected relations which usually exist today between
the client and accountant it is not easy to appreciate the length
and roughness of the road travelled since those early days. In
those years, however, the stars in their courses began to fight not
against but in favor of the accountant—changes were transpiring
in the business world, railways were being extended and grouped,
consolidations of allied or similar interests were being effected and
there was the beginning of the new era of great affairs. When
several concerns engaged in the same line of business were brought
together, it immediately became important to know just how
their costs compared with each other for every unit of production
and how and why differences existed. Hence the costs of similar
units must be compared for each element so that costs could be
standardized. Finer analyses of costs must be made, not only in
respect of production, but in the selling and managing functions,
and accounts must reflect all facts and factors and must be easily
understood. Through this prolonged period of gradual develop
ment, the accountant became both student and instructor. His
opportunities for observation gave him not only exceptional ad
vantages for discovering defects in the accounting methods and
remedies for improvement, but more than that, his own increasing
study of fundamental principles enlarged his usefulness in prac
tical directions. Coincidently there was a continual outpouring of
literature taking up various phases of accounting, both theory and
practice, as well as in the broader field of economics into which
not a few accountants had the temerity to intrude.
“So much for the accountant of yesterday and today. As for
tomorrow, who shall say? Is anyone qualified to speak? Not
positively perhaps, but it is safe to say that there will not be less
literature, but more, and that in each class of business there will
be a greater tendency towards better and more intelligent manage
ment, with which development the accountant must more than
keep abreast. This every earnest practitioner aims to do, but so
multiform are the accounting requirements and so distinctive
often that no one man can hope to know them all equally well.
Fiduciary and estate accounting, for example, differ as widely
from public-utility accounting as does admiralty from patent law.
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And so it has come about in the most natural way possible that
the individual effort becomes more or less concentrated in certain
channels and that the man who alleges that he is equally skilled in
all phases of accounting is certain to be really skilled in none.
The involved, intricate and even inconsistent complexities of the
income-tax laws for instance cannot be absorbed by such a general
genius. It would seem then that the accountant of the future may
have to determine the sphere of his best efficiency and be content
to serve therein.”

At the twenty-fifth anniversary meeting
of the Massachusetts Society of Certified
Public Accountants held in Boston on
April 27th, George R. Nutter, president of the Boston Bar Associa
tion, was one of the speakers. Mr. Nutter had something to say
and said it so well and concisely that his message deserves a wider
audience than it was possible to obtain at the time of its delivery.
When a professional man sets out to define a profession he may
almost always be accused of uttering platitudes. Everybody is
supposed to know what constitutes a profession as distinguished
from a trade, and the reiteration of points of difference should be
unnecessary. But there are many members of all the professions
who lose sight of the fundamental truths. Every professional
man is tempted at times to regard his services in a commercial
way. Those who are rightly inclined avoid yielding to tempta
tion. Those who are less imbued with the professional sense fall
into offences. Consequently, the remarks made by Mr. Nutter
at the Massachusetts meeting have a trenchant significance, al
though they are merely the formulation of things which every
professional man should know. At the opening of his remarks he
said:
Professional
Axioms

‘‘I bring the greetings of one of the oldest professions to one of the
newest. Both of us have the distinguishing trait of professions, which is,
we deal in services and not in goods. Those who deal in goods, the mer
chants and manufacturers, have a code of their own, as high perhaps as
ours, but of a different character. Goods are tangible and so the law says
that the buyer must beware; it is up to him what he buys, and if he wishes to
protect himself he must ask for warranties and guaranties. It is otherwise
with services. Those who employ us cannot know what they are getting—
it is intangible, and they must trust us to give it to them. For that reason
each of us must have a standard so that trust is not abused. ”

The paragraph quoted is an epitome of a code of ethics. It defines
the difference between professional and unprofessional things and
no one can be so dense as not to understand the meaning. The
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lawyer or physician or accountant is selling mental ability, accu
mulated knowledge and advice. These are not goods which can
be placed upon the shelves and labelled. Neither can they be
classified according to price. They are utterly intangible, but
tremendously valuable—provided always that the service is ren
dered on a high professional plane. The very fact to which Mr.
Nutter refers, namely, that the law of caveat emptor does not
apply in the case of professional services, is apt to be forgotten.
But how important it is. It places the professional man on his
honor. The client must trust his professional advisor and if the
trust is betrayed there may be no penalty other than the loss of
honor. Is it necessary to say that the loss of honor is beyond all
things irreparable? And so the speaker came naturally to the
subject of standards which may avoid the abuse of trust.

We have heard so much about stan
dards that people are becoming rather
tired of the word. Sometimes it seems
to be in danger of misuse. Conditions and things are described as
standards which are really much the reverse. Yet there is no word
which quite takes the place of standard, and it must be used to
indicate the thing to which Mr. Nutter referred. He says:
Principles and Rules

“Now the possession of a standard such as this involves at least two
obligations. In the first place, it involves the obligation that each indivdual of an association must be kept up to the standard. In the bar we
have to do this in a very unpleasant way by judging our fellows according
to the canons of our ethics and, if they do not measure up to them, by
bringing proceedings to disbar them. You undoubtedly have the same
stern rule, and enforce it sternly.”

This rede may well be given strict heed. To those easy-going
souls who regard rules of conduct as superfluous and talk
largely about the golden rule and other ethical precepts the re
marks are peculiarly addressed. The formulation of precept is
vital but not necessarily effective. A precept without application
is not likely to raise the general standards of a man or a group of
men. The eternally supreme doctrines contained in the Sermon
on the Mount appeal to all races and creeds. The worst man
will unhesitatingly affirm that the world would be better if the
great Christian precepts were universally followed. The
principles underlying good government and international comity
can be found in our Lord’s words, but there is no evidence that He
intended His teachings to take the place of law. His purpose
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seems to have been to show the way to righteousness. The de
tails are left to mere man. Consequently there is need and always
will be need this side of perfection for definitely formulated rules
which shall give expression to the ideals which all of us profess to
respect.

The speaker at Boston then goes further
and touches upon one of the most im
portant factors in the future develop
ment of professional activity:

Obligations of a
Profession

“ But there is likewise a second obligation incumbent upon a profession.
We must not only insist upon our individual members conforming to the
standards, but we must do what we can for the community so that those
matters in which we play a part may be constantly improved.
“In the bar at the present time a great interest is growing in the admin
istration of justice. Everywhere, I believe, members of the bar are
awakening to the duty that lies upon them to give to their communities
the best, the soundest, the least expensive method of administering
justice that is humanly possible. We in this commonwealth almost
unconsciously are making progress. In the last few years we have estab
lished here, by the act of the legislature, what is known as the judicial
council, a body made up of judges and lawyers appointed by the gov
ernor. This body is sitting constantly, continuously, and is making every
effort to perfect our system.
“So, gentlemen, let us each in our own way perfect our organization.
Let us set up as high a standard for the individual member as we can, and
make him live up to it. Let us also see what we can do for our commun
ities in the matters in which our professions deal, so that progress may be
ever onward. Those two things, the standard of the individual and the
service to the community, are the two things that ought to characterize
every profession. We of the law know what they are; you of the newer
profession, the importance of which has never been so recognized as it is at
present, likewise know what you must do. In the old phrase of Marcus
Aurelius: ‘Forward, as occasion offers’.”

At another point the speaker drew
attention to the immense importance of
the question of taxation, especially in
its relation to economics. It may be somewhat superfluous to
remind accountants that taxation is in process of development.
The accountant to whom this fact has not appealed must be hope
lessly dull. It is not out of the way, however, for accountants to
give thought to some of the remarks which were made by Mr.
Nutter in regard to the broad question of taxation:

Accountants and
Taxation

“You, on your part, have likewise the same obligations to perform; you
must fulfill your duties to the community. Just wherein your duty lies, it
is not for me to point out. There is, however, one thing in which I think
both you and we ought to take a vital interest because it is vital to the
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community. This is the question of taxation, and particularly the ad
ministration of the income, inheritance and estate taxes.
“Taxation is, of course, a question of economics. It is not a question of
accounting; but both law and accounting have much to do with the admin
istration of a taxation system. The community is suffering at the present
time, not only from the weight of taxation, and from its inequalities, but
also from the methods by which the system is administered. Progress has
recently been made, but much remains to be done. It is the duty of law
yers and, much more, the duty of accountants to see that this system is
simplified and does not act as a drag upon business, as I fear it does at the
present time. It will take time; it will take intelligence; it will take pa
tience to improve the methods of taxation and of the administration of the
taxing system; but I believe that that is one of the specific directions in
which accountants have a vital interest and in which they can do a great
good to the community and to the business world.
“In particular, associations like this should be heard through their
committees when taxation statutes are framed and rules and regulations
issued. For it is to associations like this that we must look for the scien
tific development of accounting methods. There is one bright spot, after
all, in the income tax. Through it, and particularly through the thorough
work of accountants in connection with it, old ideas of primitive account
ing are passing out of business and new and valuable ideas are coming in. ”

These remarks are not new, but are of interest as indicating an
unusual acknowledgment by a member of the bar. And, really,
there is no earthly reason why law and accounting should not
march in step.

Speaking of standards and professions,
let us pause to consider for a moment
things unprofessional. Everyone who
opposes the theory that professional men may advertise their
qualifications uses as a stock argument the difficulty in distin
guishing between proper and improper valuation of one’s own
attainments. It is sound argument. If it is right to say that one
is a good accountant, is it right to say that he is a very good ac
countant? And if the latter be permissible, is it proper to say
that he is the best accountant? The thing goes by gradations.
It is like the old story, so dear to the heart of the Sunday school
teacher, of the young man whose first little fib developed into a
malevolent lie leading swiftly and surely to the electric chair or
the hangman’s noose. A gentleman of whose existence we were
in ignorance until we were in receipt of a newspaper clipping seems
to suffer from no embarrassment on this score. He laughs in the
hangman’s face. He has evidently entered the field of public
accounting—in a state somewhat remote from Illinois. He believes
that the public should be informed of the important fact and
accordingly he calls in his favorite reporter of the principal news
Without Any
Standard
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paper of the town and tells him.
This is the result:

Perhaps he even writes it.

“ John Doe has entered the public accounting business. He has made a
specialty in expert efficiency work and in the installation of the most
modern and up-to-date forms and systems for all lines of business.”

Mr. Doe is evidently the one perfect exponent of accountancy.
He demonstrates in striking manner the power of advertisement.

Misleading The
Public

A correspondent in Salt Lake City
sends a clipping from a local paper
which contains the following advertise

ment :
“Bookkeepers—Utah state examinations for bookkeepers to become
certified public accountants will be held in May. There are no preliminary
requirements. Also Oregon and Nevada state examinations in May have
less or no requirements whatever. We guarantee to prepare you to success
fully take the examinations. Pass one of them and start earning $15 to
$20 daily. With C. P. A. course we give you special coaching, preparing
you to take civil service examinations to become U. S. government income
tax auditors at pay up to $3,600 yearly. Get both at once for same price.
Entire cost $10. ”

The correspondent’s comments on the subject of this advertise
ment are worth reading :
“The enclosed advertisement from a Salt Lake City newspaper is passed
to you, so that you may take such action as you deem necessary toward
broadcasting the facts contained therein to all prospective certified public
accountants. After relating to you my own sad experience in striving to
become a certified public accountant, without the aid of the good services
of this school, I am sure you will do all in your power to see that young men
interested in the profession will not have to travel the hard road which I
have traveled in quest of the coveted certificate.
“Nine years ago, I started my career as a bookkeeper, and in contem
plation of acquiring a large fortune quickly and with the least possible
effort, I deliberately chose the public accounting profession as a means
toward attaining this end. A good friend of mine, as I thought then,
advised me that in order to become successful in public accounting, I must
first become certified.
“Although I was already a graduate of a four-year high school course
and a graduate of a two-year resident course in accounting, I felt the need
of further preparation. So I completed a correspondence course in account
ing after three years of hard work at night and in addition thereto pur
chased as well as studied works on accounting.
“Think of the hours I have spent in study, the humiliations I have en
dured when forced to admit that I was not certified, and the cash I might
have earned all these years, had I only known of the advertiser’s coaching
course at the outset. My tale becomes all the more sad, when it is known
that I have used up all of my surplus cash in purchasing books on account
ancy and now find myself unable to raise ten dollars to pay for this addi
tional course, after the completion of which I would have no doubt of my
ability to pass any certified public accountant’s examination.”

The writer of the foregoing letter is evidently a bit of a philosopher
and is blessed with a sense of humor. Nevertheless he is express
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ing in his somewhat whimsical way an effect of misleading adver
tisement which might not always be offset by the possession of
so discerning a mind as that of our correspondent. “We guaran
tee to prepare you to successfully take the examinations.” Re
sisting the temptation to discuss the construction of this excerpt
from the advertisement let us consider its meaning. One can not
guarantee success in an examination. The thing is utterly per
nicious. It is quite conceivable that the bookkeeper of Hick’s
Emporium at Pile o’ Bones, Alaska, would read an advertise
ment of this kind and believe it; it is not altogether impossible
that some one even in the sophisticated purlieus of the east side
of New York might be deceived. We believe that the Associated
Advertising Clubs of the world are doing their utmost to prevent
this kind of publicity. Reputable magazines and newspapers are
insisting with varying degrees of emphasis that advertisements
must tell the truth. The Journal of Accountancy and many
others have adopted the rule that no advertisement which promises
results shall be accepted. The pity of it is that any public print
can be found which will lend itself to the dissemination of mis
leading promises.
Still speaking of advertising let us refer
Building Up
to a letter received from a correspondent
Trade
in Brooklyn who quotes from a daily
paper three advertisements, on each of which he places a heading:
Profession
“Accountant representative. Well-known firm wants an aggressive
representative, age 22 to 30, to interview business executives; don’t reply
unless you have personality, sales ability, a knowledge of public accounting
principles, present a good appearance and are willing to work hard; per
manent connection; $35-$40 a week salary; state record and references
briefly. ”
Trade
“Men (25), field work with accountant building up trade; good oppor
tunities; state age, education, commission.”

Fair Sex
“Girls (25), field work with accountant building up trade; good oppor
tunities; state age, education, commission.”

Evidently there is room for almost everyone in “building up
trade.”
If the modern office employee falls
Books, Books,
short
of perfection it is not because of
Books
any lack of literature dealing with the
behavior of the ideal clerk. There are books without number
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describing what should and should not be done in every phase of
business and social life. It seems that nearly everyone who has
a few spare moments is anxious to contribute his modicum of
wisdom to the uplift of the race. Many of the books are worth
while; more are utterly without value. These remarks are induced
by a book which has been sent in for review by a publisher in
London. At haphazard we open at page 13, auspicious number,
and this is the first paragraph before us:
“In regard to accuracy, office work is rather unique, much more so,
perhaps, than most accountants realise.”

We abhor captious criticism, yet it might be interesting if the
author would explain the various degrees of uniqueness. But,
much more important, it would be interesting to know how much
pulp, paper, ink and labor are wasted in the production of utterly
superfluous books and booklets. In fiction the field is densely
crowded and nobody pretends to be able to read a tenth of what
is written. But in business there is a difference. The earnest
and fervent young man who intends to know all that there is to
know about business quite often thinks that it is necessary
for him to read every publication which professes to be issued for
his benefit. It may be rank heresy to say it, but sometimes
when the piles of didactic literature on one’s desk for review reach
terrifying heights one is almost inclined to say that the writer of
the twelfth verse of the twelfth chapter of Ecclesiastes was too
conservative.
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AMERICAN INSTITUTE OF ACCOUNTANTS
TRIAL BOARD
The council of the American Institute of Accountants at its regular meeting
on April 13, 1925, convened as a trial board to hear charges preferred against a
member accused of violating rules 8 and 11 of the rules of professional conduct
in that he had advertised his professional attainments and solicited the clients
of other members.
After a full hearing and consideration of the evidence, it was resolved that
the member be suspended for a period of two years, with the proviso that if
it shall develop that he has abstained from any further breach of the rules of
conduct of the Institute, then at the end of one year from the date of his
suspension an application for his reinstatement may be considered.
The council, sitting as a trial board, then considered an application for re
consideration of a case which had originally been presented against William
Whitfield and W. D. Whitcomb of Portland, Oregon. The trial board in
April, 1924, had reprimanded and admonished these members for their alleged
complicity in the preparation of a balance-sheet signed by Whitfield, Whitcomb
& Co., this balance-sheet being considered by the trial board as misleading and
not in conformity with good accounting practice.
At the meeting of council, sitting as a trial board, in September, 1924, Mr.
Whitfield having applied for reconsideration, and having demonstrated that he
had had nothing to do with the preparation of the balance-sheet, and that the
peculiar circumstances were such that he was in no wise responsible therefor, he
was, after consideration, exonerated.
At the meeting on April 13, 1925, the trial board granted a request from
W. D. Whitcomb that the case be reopened and that he be permitted to pre
sent evidence demonstrating his innocence in the matter.
The request was granted and Mr. Whitcomb appeared before the trial board.
After a full hearing the following resolution was adopted:
Resolved, That W. D. Whitcomb be exonerated from the charge involv
ing the misleading balance-sheet for which as a member of the firm of
Whitfield, Whitcomb & Co. he was tried in April, 1924, and given the pun
ishment of reprimand and censure, and
Resolved further that the action of the council be published in The
Journal of Accountancy setting forth the exoneration of both Mr. Whitfield
and Mr. Whitcomb by reason of the fact that upon the production of
additional testimony the council, sitting as a trial board, found that the
entire responsibility for the offense rested on another member of the firm
of Whitfield, Whitcomb & Co. not a member of the American Institute of
Accountants, and that there was no responsibility resting upon either Mr.
Whitfield or Mr. Whitcomb, and
Resolved further that the council, sitting as a trial board, does not in any
way condone the issuance of a balance-sheet such as that involved in the
case in question, the exoneration being entirely because the preparation of
the balance-sheet having been shown to be by the member of the firm, not
a member of the American Institute of Accountants, without supplying
full information to either Mr. Whitfield or Mr. Whitcomb, these men were
not in a situation to be held responsible for the acts of their partner.
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Income-tax Department
Edited by Stephen G. Rusk
A decision of far-reaching importance was made by the United States board
of tax appeals in appeal B. B. Todd, Inc., a concern whose business is stated
to be the selling of pianos and victrolas upon the instalment basis. A digest
of the ruling reads as follows:

“The board is without authority to require the commissioner to permit the
filing of returns and the computation of income and profits taxes, under the
provisions of article 42 of regulations 45, since such returns, if filed, would not
‘clearly reflect the income’ of the taxpayer and the method of computing income
provided in that article does not conform to section 200 of the revenue act of 1918."
[Italics ours.—Ed.]
As article 42 of regulations 45 permits taxpayers selling personal property
on the instalment basis to return as taxable income such portion of the profit
“as that proportion of the total cash collections received in the taxable year
from instalment sales . . . which the annual gross profit to be realized on
the total instalment sales made during each year bears to the gross contract
price of all such sales made during that respective year.’’
The commissioner has not yet announced his acquiescence to the foregoing
ruling and his action will be awaited with great trepidation by those taxpayers
who have reported their income upon the instalment basis up to 1921. (The
acts of 1921 and 1924 contain provisions recognizing this basis for returning
taxable income that was not in the act of 1918). This provision permitting
the return of income on the instalment basis was found to be quite a relief to
taxpayers doing a large business on that basis during the high tax but flush
years immediately preceding and following the armistice.
In effect the board has ruled that section 200 of the act of 1918 lays down
a dual basis for reporting taxable income, viz: the cash receipts and disburse
ments basis, and the accrual basis; that as this taxpayer did not keep its books
upon the basis now required by the commissioner of those permitted to return
income upon the instalment basis, the commissioner can not be required to
recognize the instalment method as set forth in section 212 (b) of the act of
1918, wherein it is provided

“ ... if the method employed (of accounting) does not clearly reflect
income, the computation shall be made upon such basis and in such manner
as in the opinion of the commissioner does clearly reflect incone.”

However, the most significant part of this decision is that wherein it is as
serted
“ . . . the method of computing income provided in this article does not
conform to section 200 of the revenue act of 1918.” (The article referred to
being No. 42 of regulations 45.)
As one commentator upon this decision says: “The instalment plan basis is
not authorized by the law.”
If the commissioner has erred in promulgating article 42 of regulations 45
and thereby prescribed a method of computing income contrary to the law,
the question naturally arises as to what other regulations and rulings can be set
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aside upon some such ground? Where is there solid ground for any taxpayer
other than the statute of limitations, and how much reliance can one really
place upon the latter?
Here is a case where hundreds of taxpayers, depending upon what to them
seemed authoritative rulings, have made returns upon a basis prescribed by the
commissioner only to find that as to the acts prior to those of 1921 and 1924,
the commissioner may find justification for changing his mind and, in cases
where the protection of the statute of limitations is not present, reopen the
matter of taxes and assess deficiencies against them; whereas those having the
protection of the said statutes will not be required to pay a tax upon the same
basis as the others mentioned.
SUMMARY OF RECENT RULINGS

Where net losses were sustained during the years 1922 and 1923, the net
loss for the year 1922 is deductible in computing net income for 1924. If the
net loss sustained during the year 1923 is less than the net income for 1924,
but is not entirely absorbed by the net income of 1924, the unabsorbed por
tion of the net loss sustained during the year 1923 is not deductible in com
puting net income for 1925. (I. T. 2148.)
It may be doubtful whether this ruling will be sustained if the question is
submitted to a higher authority.
Where the corporate stock is so closely held that it can not be valued upon
the basis of sales in the open market, its value will be determined upon the
basis of assets and earnings. (B. T. A. decision 320, docket 1337.)
The value as of March 1, 1913, of stocks whose value was not established in
any free market is a matter of fact to be determined by evidence. (B. T. A.
decision 324, docket 1344.)
Bad debts, charged on the books because too small to justify suit or because
judgment would be worthless, are deductible from gross income. (B. T. A.
decision 325, docket 830.)
Stock of another corporation, when acquired in exchange for stock of the
purchasing corporation, is tangible property under section 325, act of 1918,
notwithstanding the assets of such other corporation consist largely of intan
gibles.
Stock of a subsidiary corporation, whose assets are largely intangible, may
properly be included in invested capital of the parent corporation without the
statutory limitation on intangibles, notwithstanding a subsequent liquidation
and merger of the subsidiary into the parent corporation. (B. T. A. decision
326, docket 784.)
Where the stock of a subsidiary company was acquired with the stock of a
parent company, the amount to be included in the consolidated invested capital
for 1919, with respect to the subsidiary acquired, shall be computed in the same
manner as if the assets had been acquired instead of the stock. (B. T. A.
decision 351, docket 656.)
The board has not jurisdiction over an appeal unless the petition is received
within the statutory period, and a delay caused by mailing it to the commis
sioner deprives the board of jurisdiction. (B. T. A. decision 328, docket 478.)
Claims for wages against the estate of a bankrupt are subordinate to claims
for taxes. (U. S. supreme court decision, Estate of West Coast Rubber Corpora
tion, et al, bankrupt, v. U. S.)
Amounts of net profits credited to individual surplus accounts standing in
the names of the stockholders, which were not and could not have been at the
time actually distributed to the stockholders, were held not to be borrowed
capital of the corporation and were allowed to be included in invested capital.
(Decision of U. S. circuit court of appeals, second district, Eaton, Collector v.
English Merick Co.)
A corporation is not entitled to increase its invested capital upon the sale
of the entire capital stock by its sole stockholder to another at a price much
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greater than the corporation’s asset. (Decision of U. S. circuit court of appeals,
second circuit, Union Petroleum Steamship Company v. Edwards.)

TREASURY RULINGS

(T. D. 3690, April 11, 1925)
Depletion of mines, oil and gas wells; depreciation of improvements.
T. D. 3690
Income and Excess Profits Tax—Revenue Act of 1916—Decision of Court

1. Deduction—Depletion—Lessee—Leasehold.
Under the provisions of the revenue act of 1916, a lessee of mineral lands is
entitled to deduct a reasonable allowance for exhaustion or depletion of his
leasehold or property interest due to the extraction and disposition of the
product of the mine.

The following decision of the supreme court of the United
States in the case of Lynch v. Alworth-Stephens Co. is published for
the information of internal revenue officers and others concerned.
Supreme Court

of the

United States.

Margaret C. Lynch, Executrix of the Last Will and Testament of E. J. Lynch,
deceased, petitioner, v. Alworth-Stephens Co.
On writ of certiorari to the United States Circuit Court of Appeals for the
Eighth Circuit.
[March 2, 1925.]

Mr. Justice Sutherland delivered the opinion of the court.
The federal income tax return made by respondent (a corporation organ
ized in the United States) for the year 1917 showed the sum of $10,253.21
due the government for income and excess war-profits taxes for that year;
and this amount was paid. Thereafter the commissioner of internal revenue
assessed respondent with an additional tax of $17,128.44, which respondent was
forced to pay and did pay under protest, and to recover which this action was
brought against E. J. Lynch, a collector of internal revenue, to whom the pay
ment had been made. Lynch subsequently died and his executrix was sub
stituted as defendant. The federal district court for the district of Minne
sota, where the action was brought, rendered judgment in favor of respondent
for the amount. (278 Fed. Rep. 959.) The circuit court of appeals affirmed
the judgment (294 Fed. Rep. 190), and the case is here upon certiorari. (264
U. S., 577.)
The facts from which the controversy arose are not in dispute, and, for
present purposes, may be shortly stated. Prior to March 1, 1913, respondent
had leases upon two definitely described tracts of land in Minnesota contain
ing deposits of iron ore, known as the Perkins mine and the Hudson mine.
The leases, unless sooner terminated by the lessee in the manner therein pro
vided, ran for a period of 50 years, and obliged respondent to mine and re
move at least 50,000 tons of iron ore annually from the Perkins and 25,000
tons annually from the Hudson and to pay the lessor, owner of the fee, a
royalty of 30 cents per ton upon each ton of ore extracted. Respondent sub
leased the lands upon terms not necessary to be stated further than that the
sublessee of the Perkins was to pay respondent a royalty of 75 cents per ton
and the sublessee of the Hudson a royalty of 60 cents per ton, or 45 centsand
30 cents, respectively, per ton more than was made payable by respondent to
the lessor owner.
Before March 1, 1913, both tracts of land had been fully explored and the
deposits of ore therein developed to such an extent that the entire amount
of tonnage was known with substantial accuracy, and the properties were
demonstrated to be of great value. On that date it was known that these ore
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bodies would be entirely worked out and the mines exhausted within seven
years; and this in fact happened. The market value of the ore in the mines
during that entire time exceeded 75 cents per ton; and it sufficiently appears
that during such time respondent and its sublessees were in possession of the
lands engaged in mining and removing the ore therefrom. Without repeating
the formula followed in arriving at the result, it is enough to say that the
trial court found that, under the leases, the respondent had a property in
terest in these ore bodies, the fair market value of which, as of March 1,
1913, was 71.9 per cent of the total royalties which would be received under
the subleases, and such royalties constituted the sole source of respondent’s
income. Thereupon, the lower courts held that respondent was entitled to
deduct from its gross income for 1917 a sum equal to 71.9 per cent thereof
for depletion, and that only the balance remaining was subject to income
and excess profits taxes. Such taxes, properly computed, amounted to the
sum returned and originally paid by respondent and no more.
The applicable law is found in sections 2, 10, and 12 (a) of the act of Sep
tember 8, 1916 (ch. 463, 39 Stat., 756, 757-758, 765, 767). Section 10 im
poses a tax of 2 per centum upon the total annual net income received from
all sources by every corporation, etc., organized in the United States. Section
12 (a)
*
provides that such net income shall be ascertained by deducting from
the gross amount of the income, among other things, "a reasonable allowance
for the exhaustion ... of property arising out of its use . . . ; (b) in the case
of mines a reasonable allowance for depletion thereof not to exceed the market
value in the mine of the product thereof which has been mined and sold during
the year for which the return and computation are made, ...” Section 2
contains the following provision (p. 758):
(c) For the purpose of ascertaining the gain derived from the sale or other
disposition of property, real, personal, or mixed, acquired before March 1,1913,
the fair market price or value of such property as of March 1, 1913, shall be the
basis for determining the amount of such gain derived.”
Upon the foregoing facts and under these statutory provisions, the question
presented for consideration is whether the relation of respondent to the mines,
which were the source of its income, was such that it was entitled to deduct
from the gross amount of such income a reasonable amount for exhaustion
or depletion. Upon the part of the petitioner the contention is that the leases
do not convey to the lessee the ore bodies but are contracts of rental conferring
only the right to use and occupy the premises and mine the ore, which, so
long as it remains in the ground, is the property of the fee owner. It is, there
fore, insisted that by the extraction of the ore only the property of the fee
owner is depleted and such owner alone is entitled to an allowance therefor.
On the other hand, respondent contends that under the leases the lessee, as
well as the lessor, owns a valuable property interest in the mines and by the
terms of the statute each is entitled to deduct from gross income a reasonable
allowance for depletion, the lessee for exhaustion of the leasehold interest
and the lessor for exhaustion of the fee interest as lessened by the interest of the
lessee, such deduction to be allowed according to the value of the interest
of each in the property, the entire allowance, however, not to exceed the total
* Sec. 12. (a) In the case of a corporation, joint-stock company or association, or insur
ance company, organized in the United States, such net income shall be ascertained by de
ducting from the gross amount of its income received within the year from all sources—
*****
Second. All losses actually sustained and charged off within the year and not compen
sated by insurance or otherwise, including a reasonable allowance for the exhaustion, wear and
tear of property arising out of its use or employment in the business or trade; (a) in the case
of oil and gas wells a reasonable allowance for actual reduction in flow and production to be
ascertained not by the flush flow, but by the settled production or regular flow; (b) in the case
of mines a reasonable allowance for depletion thereof not to exceed the market value in the
mine of the product thereof which has been mined and sold during the year for which the
return and computation are made, such reasonable allowance to be made in the case of both (a)
and (b) under rules and regulations to be prescribed by the secretary of the treasury: Provided,
That when the allowance authorized in (a) and (b) shall equal the capital originally invested,
or in the case of purchase made prior to March 1, 1913, with fair market value as of that date,
no further allowance shall be made; . . .
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market value in the mine of the product thereof mined and sold during the
taxable year.
It is, of course, true that the leases here under review did not convey title
to the unextracted ore deposits (United States v. Biwabik Mining Co., 247
U. S., 116, 123), but it is equally true that such leases, conferring upon the
lessee the exclusive possession of the deposits and the valuable right of remov
ing and reducing the ore to ownership, created a very real and substantial
interest therein. See Hyatt v. Vincennes Bank (113 U. S., 408, 416); Ewert
v. Robinson (289 Fed. Rep., 740, 746-750). And there can be no doubt that
such an interest is property. (Hamilton v. Rathbone, 175 U. S., 414, 421;
Bryan v. Kennett, 113 U. S., 179, 192.)
The general provision in section 12(a), second, is that the deduction from
gross income shall include a reasonable allowance for the “exhaustion
. . . of property.” There is nothing to suggest that the word “property”
is used in any restricted sense. In the case of mines, a specific kind of prop
erty, the exhaustion is described as depletion, and is limited to an amount
not exceeding the market value in the mine of the product mined and sold
during the year. The interest of respondent under its leases in the mines
being property, its right to deduct a reasonable allowance for exhaustion of
such property, if there be any, during the taxable year results from the plain
terms of the statute, such deduction, since the property is an interest in
mines, to be limited to the amount of the exhaustion of respondent’s interest
caused by the depletion of the mines during the taxable year. We agree with
the circuit court of appeals (294 Fed., 194) that “the plain, clear and reason
able meaning of the statute seems to be that the reasonable allowance for
depletion in case of a mine is to be made to everyone whose property right
and interest therein has been depleted by the extraction and disposition ‘of
the product thereof which has been mined and sold during the year for which
the return and computation are made.’ And the plain, obvious and rational
meaning of a statute is always to be preferred to any curious, narrow, hidden
sense that nothing but the exigency of a hard case and the ingenuity and
study of an acute and powerful intellect would discover.”
It is said that the depletion allowance applies to the physical exhaustion
of the ore deposits, and since the title thereto is in the lessor, he alone is en
titled to make the deduction. But the fallacy in the syllogism is plain.
The deduction for depletion in the case of mines is a special application of the
general rule of the statute allowing a deduction for exhaustion of property.
While respondent does not own the ore deposits, its right to mine and remove
the ore and reduce it to possession and ownership is property within the
meaning of the general provision. Obviously, as the process goes on, this
property interest of the lessee in the mines is lessened from year to year, as the
owner’s property interest in the same mines is likewise lessened. There is
an exhaustion of property in the one case as in the other; and the extent of it,
with the consequent deduction to be made, in each case is to be arrived at in the
same way, namely, by determining the aggregate amount of the depletion of the
mines in which the several interests inhere, based upon the market value of the
product and allocating that amount in proportion to the interest of each sever
ally considered.
We are referred to Weiss v. Mohawk Mining Co. (264 Fed. Rep., 502), where
the circuit court of appeals for the sixth circuit reached an exactly opposite
conclusion to that announced in the present case by the courts below. The
opinion in that case was apparently made to rest upon the decision of this
court in United States v. Biwabik Mining Co., supra, which, in turn, followed
Von Baumbach v. Sargent Land Co. (242 U. S., 503). These cases, however,
arose under the corporation tax law of 1909 (ch. 6, 36 Stat., 11, 112, sec. 38),
imposing a special excise tax with respect to the carrying on or doing business
by a corporation, etc., measured by its net income, in the ascertainment of
which, among other things, there was authorized a deduction of “a reasonable
allowance for depreciation of property.” The Sargent Land Co. case concerned
the owner and lessor of mining property, while the Biwabik Mining Co. case
concerned a lessee of mining property. It was held in both cases, as we hold
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here, that the leases under consideration did not convey title to the ore in
place. Whether the lessees had property interests such as we have determined
here was not considered. Both decisions, expressly in one and implicitly in the
other, turned, primarily, upon the scope of the word “depreciation.” In the
Sargent Land Co. case this appears expressly from the following extract
(pp. 524-525):
“We do not think congress intended to cover the necessary depreciation of a
mine by exhaustion of the ores in determining the income to be assessed under
the statute by including such exhaustion within the allowance made for
depreciation. It would be a strained use of the term depreciation to say that,
where ore is taken from a mine in the operation of the property, depreciation,
as generally understood in business circles, follows. True, the value of the
mine is lessened from the partial exhaustion of the property, and, owing to its
peculiar character, can not be replaced. But in no accurate sense can such
exhaustion of the body of the ore be deemed depreciation. It is equally true
that there seems to be a hardship in taxing such receipts as income without some
deduction, arising from the fact that the mining property is being continually
reduced by the removal of the minerals. But such consideration will not
justify this court in attributing to depreciation a sense which we do not believe
congress intended to give to it in the act of 1909.”
And this view is immediately emphasized by putting in contrast with the
“depreciation” of the 1909 act the “reasonable allowance for the exhaustion
. . . of property” of the income tax provision of the tariff act of 1913 and the
exhaustion and depletion provisions of the act of 1916, heretofore quoted.
“These provisions,” the court concluded (p. 525), “were not in the act of
1909, and, as we have said, we think that congress, in that act, used the term
‘depreciation’ in its ordinary and usual significance. We therefore reach the
conclusion that no allowance can be made of the character contended for as
an item of depreciation.”
The decision in the later case of the Biwabik Mining Co., it is true, rests
upon the predicate that the lessee was not a purchaser of the ore in place,
but that was because the decision of the lower court—that the lease as applied
to the situation there developed, was “in every substantial way pro tanto
a purchase”—presented that question as the one to be met. The lower court
thought that the case of the lessor (Sargent Land Co.) was to be distinguished
from that of the lessee (Biwabik Mining Co.) upon the theory that while the
royalties paid to the former might properly be called income, the receipts of
the latter resulted from the sale of capital assets and were not income. But
this court rejected the assumed distinction as unsound and decided the case
upon that point without referring to the question of deduction on account of
depreciation. Evidently it was taken for granted in the lower court that under
the decision in the Sargent Land Co. case the latter point was no longer open,
and it was passed there, as it was here, without comment. Considering the
Sargent Land Co. and the Biwabik Mining Co. cases together, it is apparent
that in respect of the matter of depreciation under the act of 1909, in the opinion
of this court, lessor and lessee stood upon the same footing, neither being
entitled to an allowance; but it was plainly recognized that if the statutory
allowance had been for exhaustion or depletion, as in the later acts, an entirely
different question might have been presented as to both interests. We find
nothing in either case out of harmony with the conclusion reached by the lower
courts, in respect of the construction and application of the pertinent provisions
of law which are now under review. Affirmed.

(T. D. 3691, April 11, 1925.)
Article 503: Corporations liable to tax.

Income tax—Revenue act of 1918—Decision of supreme court
1. Income Tax—Income From Exports—Constitutionality.
An income tax levied upon net income from the business of exporting goods
from the United States and selling such goods in foreign countries is not a tax
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laid on articles exported from any state in violation of article I, section 9,
clause 5, of the constitution of the United States.

2. Same—Revenue Act of 1918—Constitutionality.
An income tax levied under the revenue act of 1918 upon net income from
the business of exporting goods from the United States and selling them in
foreign countries, even though the act be construed as exempting from such
tax the income of foreign corporations from like sources, does not deprive the
taxpayer of his property without due process of law in violation of the fifth
amendment to the constitution of the United States; nor does such a tax
violate the rule of uniformity.
3. Same—Petition for Rehearing Overruled.
Any difference between the revenue acts of 1918 and 1921, by which foreign
corporations were wholly exempted in one act and only partially exempted in
the other, does not make any difference in the application of the principle
announced in National Paper & Type Co. v. Bowers (266 U. S., 373; T. D.
3677 [Bulletin IV-10, 11]). Foreign corporations constitute a class by them
selves and could be properly so treated by congress.

The appended decision of the supreme court of the United States in the case
of Barclay & Co., Inc., v. William H. Edwards, Collector, is published for the
information of internal-revenue officers and others concerned.
Supreme Court of

the

United States.

No. 547.—October Term, 1924.

Barclay & Co., plaintiff in error, v. William H. Edwards, Collector of Internal
Revenue for the Second District of New York.
In error to the District Court of the United States for the Southern District
of New York.

[March 9, 1925.]

Mr. Chief Justice Taft delivered the opinion of the court.
On December 15, 1924, Mr. Justice McKenna delivered the opinion of this
court in the case of the National Paper & Type Co. against Frank K. Bowers,
Collector (No. 320 of the October Term, 266 U. S., 373; T. D. 3677). That
case was heard at the same time with this. They were suits to recover taxes
which it was claimed had been illegally collected for the reason that the statutes
under which they had been exacted deprived the taxpayers of their property
without due process of law. The statute attacked in No. 320 was the income
tax of 1921, that in this case was the income tax of 1918.
The plaintiffs in the two cases were corporations of this country engaged in
the business of the purchase and manufacture of personal property within the
United States and the sale thereof without the United States. Their objection
to the taxes both of 1921 and 1918 was that they were subjected to a tax on all
of their net income, including profits made by them in the sale of their goods
abroad, while foreign corporations engaged in the same business of buying and
manufacturing goods in this country and selling them abroad were not taxed
upon their whole net income but were exempted from a tax on all or a part of it.
Another objection to the tax was that the tax in both instances was a tax
on exports. That was disposed of by this court in opinion No. 320 by reference
to the case of Peck & Co. v. Lowe (247 U. S., 165; T. D. 2726).
The court further pointed out that in respect to what was called discrimina
tion in favor of foreign corporations congress might adopt a policy calculated
to serve the best interests of this country in dealing with citizens or subjects
of another country and might properly say as to earnings from business begun
in one country and ending in another that the net income of foreign subjects
or citizens should be left to the taxation of their own government or to that
having jurisdiction of the sales; that the question of taxing foreign corporations
on such income might properly be affected by the consideration that domestic
corporations had the power of the United States to protect their interests and
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redress their wrongs in whatever part of the world their business might take
them, while the foreign corporations must look to the country of their origin
for protection against injury or redress of losses occurring in countries other
than the United States. Having disposed of No. 320 for these reasons in
favor of the government by affirming the judgment below, a short opinion was
delivered by Mr. Justice McKenna in No. 547 (45 Sup. Ct. Rep., 135), in
which he said that the charge of invalidity in that case was on the same grounds
as those set up in No. 320; and that upon authority of the decision in No. 320,
the judgment should be affirmed. A petition for rehearing seeks now to differ
entiate the present case from that considered and decided in No. 320.
The revenue act of 1918 (40 Stat., 1076) provided for a tax of 12 per cent
on the net income in excess of certain credits upon domestic corporations, but
contained this provision in case of foreign corporations, under section 233(b):
“ In the case of a foreign corporation gross income includes only the gross
income from sources within the United States, including the interest on bonds,
notes, or other interest-bearing obligations of residents, corporate or otherwise,
dividends from resident corporations, and including all amounts received (al
though paid under a contract for the sale of goods or otherwise) representing
profits on the manufacture and disposition of goods within the United States.”
(40 Stat., 1077.)
The revenue act of 1921 taxed the net income (meaning the gross income,
less certain deductions) of domestic corporations. (42 Stat., 252, 254.) The
same section, No. 232, provided that “ In the case of a foreign corporation, the
computation should be made in the manner provided in section 217.” The
relevant parts of sections 217 and 233 were as follows:
‘‘Sec. 217. (a) That in the case of a nonresident alien individual or of a
citizen entitled to the benefits of section 262. . . .
“ (e) Items of gross income, expenses, losses and deductions, other than
those specified in subdivisions (a) and (c), shall be allocated or apportioned to
sources within or without the United States under rules and regulations pre
scribed by the commissioner with the approval of the secretary. . . . Gains,
profits and income from (1) transportation or other services rendered partly
within and partly without the United States, or (2) from the sale of personal
property produced (in whole or in part) by the taxpayer within and sold without
the United States, or produced (in whole or in part) by the taxpayer without
and sold within the United States, shall be treated as derived partly from
sources within and partly from sources without the United States. Gains,
profits and income derived from the purchase of personal property within and
its sale without the United States or from the purchase of personal property
without and its sale within the United States, shall be treated as derived
entirely from the country in which sold. . . . (42 Stat., 243, 244, 245.)
“Sec. 233. . . .
“ (b) In the case of a foreign corporation, gross income means only gross
income from sources within the United States, determined (except in case of
insurance companies subject to the tax imposed by section 243 or 246) in the
manner provided in section 217.” (42 Stat., 254.)
Counsel contend in their petition for rehearing that the revenue act of 1921
provided with respect to the manufacture of goods within the United States by
foreign corporations which they sold in foreign countries that the income
derived should be allocated to sources within the United States and imposed a
tax on that part of such income allocated to manufacture, whereas the revenue
act of 1918, under which this case arose, exempted from tax all income of
foreign corporations derived from the manufacture or purchase of goods
within the United States which they sold or disposed of in foreign countries.
But we do not think that that distinction makes any difference in the applica
tion of the principle upon which the judgment in No. 320 was based. What
ever the difference between the acts, whether the foreign corporations were
wholly exempted or only partially exempted, they constituted a class all by
themselves and could be properly so treated by congress because of the consid
erations suggested in the opinion in No. 320. The attack made upon the law of
1921 for discrimination against American corporations in favor of foreign cor
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porations was quite as vigorous in the briefs of counsel for the plaintiffs in
error in No. 320 as in No. 547, and rested on the same argument, and while the
exemption of the net income of foreign corporations from manufacture in the
United States did not exist in the act of 1921, as in the act of 1918, the question
of discrimination in the two cases only differed in extent and did not call
for any real distinction in deciding them. The question where an income is
earned is always a matter of doubt when the business is begun in one country
and ended in another. As pointed out by the plaintiff in error in his brief in
No. 320, much of the business in such foreign trade in addition to the manu
facture is done in the United States in storehouses and docks and in other
ways after the manufacture, but whatever of that might be equitably allocated
as done in the United States is exempted from taxation of foreign corporations
by the act of 1921. Thus exactly the same question presents itself as in No.
320. It is only a difference in degree.
The power of congress in levying taxes is very wide, and where a classifi
cation is made of taxpayers that is reasonable, and not merely arbitrary and
capricious, the fifth amendment can not apply. As this court said, speaking
of the taxing power of congress, in Evans v. Gore (253 U. S., 245, 256):
“It may be applied to every object within its range ‘in such measure as con
gress may determine’; enables that body ‘ to select one calling and omit another,
to tax one class of property and to forbear to tax another ’; and may be applied
in different ways to different objects so long as there is ‘geographical uni
formity’ in the duties, imposts and excises imposed. (McCulloch v. Maryland,
4 Wheat., 316, 431; Pacific Insurance Co. v. Soule, 7 Wall., 433, 443; Austin v.
The Aidermen, 7 Wall., 694, 699; Veazie Bank v. Fenno, 8 Wall., 533, 541, 548;
Knowlton v. Moore, 178 U. S., 41, 92, 106; Treat v. White, 181 U. S., 264, 268269; McCray v. United States, 195 U. S., 27, 61; Flint v. Stone Tracy Co., 220
U. S., 107, 158; Billings v. United States, 232 U. S., 261, 282; Brishaber v.
Union Pacific R. R. Co., 240 U. S., 1, 24-26.) ”
The power of congress to make a difference between the tax on foreign cor
porations and that of domestic corporations is not measured by the same rule
as that for determining whether taxes imposed by one state upon the profits
of a manufacturing corporation are an imposition of tax upon a subject matter
not within the jurisdiction of the taxing state. Cases on that subject, like
Underwood Typewriter Co. v. Chamberlain (254 U. S., 113), have no applica
tion to the question here. Considerations of policy toward foreign countries
may very well justify an exemption of the foreign corporations from taxes
that might legitimately be imposed on them but which congress does not think
it wise to exact. Such considerations justify a different classification of
foreign corporations doing business in the United States, either of manufacture
or purchase, and making profit out of that business in other countries from
that which would apply to its own corporations. The injustice thought to be
worked upon domestic corporations engaged in sales abroad by a different
classification for purposes of taxation of foreign corporations similarly en
gaged is an argument not for the constitutional invalidity of the law before a
court but for its repeal before congress.
The opinion of Mr. Justice McKenna, applying the same principles in this
case to those applied in No. 320, was entirely justified, and the petition for
rehearing is overruled.
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H. A. Finney

THE STATEMENT OF APPLICATION OF FUNDS
A REPLY TO MR. ESQUERRé

There appeared in the correspondence department of The Journal of
Accountancy for May, 1925, a communication from Mr. Paul-Joseph Esquerré
in which he expresses disapproval of the form of the statement of application of
funds used in a solution which was published in the Students' Department for
July, 1921. While Mr. Esquerré’s letter is, specifically, a criticism of a par
ticular solution, it is, in its broader implications, an expression of disapproval
of the general form of the statement of application of funds which is in more or
less general use, and of which the solution in question was merely an illustration.
I am in agreement with Mr. Esquerré that the statement of application of
funds has not yet been perfected. No doubt certain elements of the statement
as usually prepared are difficult for the layman to comprehend, particularly
the theory underlying the adding back of depreciation to the profits to deter
mine the total funds provided by the profits. This procedure and the theory
on which it is based should not be especially difficult for the trained accountant
to comprehend, but if the statement were perfected so that the layman would
understand it as readily as he understands the profit-and-loss statement and
the balance-sheet its usefulness would be greatly enhanced.
The statement of application of funds has considerable value. Undoubtedly
its potential value is greater than its present realized value for the very reason
that it does tax the understanding of some laymen and even some accountants.
It is therefore to be hoped that Mr. Esquerré’s letter will “stir the interest of
accountants in general, and bring about a salutary discussion of the points at
issue.” The columns of the Students' Department are open for, and the editor
will welcome, solutions of the problem in question which readers may care to
submit as contributions to the discussion. If, out of such contributions, a form
should be found which would be a real improvement of the old form, Mr.
Esquerré’s letter would prove to have been a service to the profession.
It is, of course, a matter of personal concern to the editor of this department
that Mr. Esquerré saw fit to make use of such expressions as “forcing the
funds” and "forced figure.” The first reading of the letter left the editor with
the impression that he had been accused of a mathematical forcing of a balance,
and it is not unlikely that many readers obtained the same impression. Such
an accusation would of course have been unwarranted and untrue, as can be
determined by an inspection of the problem and the solution, which are re
printed hereinafter for purposes presently to be mentioned.
Upon second reading, it appeared more likely that Mr. Esquerré meant to
convey the thought that figures were grouped in a manner which was not in
accordance with his interpretation of the requirements of accounting principles.
If this is the correct interpretation of his remarks, it is to be regretted that, in
stating what merely amounts to a difference of opinion as to correct principle
and procedure, use was made of words charged with so aspersive a connotation.
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If, as it is hoped, this discussion is to result in constructive suggestions for
the improvement of the form of the statement of application of funds, it is
perhaps desirable to reprint, so that they will appear in one issue, the problem,
the solution as it originally appeared in the Students' Department, and Mr.
Esquerré’s suggested statement. It may also be helpful to explain how the
original statement was prepared, to comment to some extent on Mr. Esquerré’s
criticisms, and to analyze his statement in order to determine whether it is an
improvement or not. There follows, then, the problem:

Problem
Prepare a statement of resources and their application for the 12 months
ended December 31, 1920, using the following data:
The Hall Manufacturing Company—Balance-Sheet

Assets

Cash.....................................................................................
Accounts receivable.......................................................
Raw material......................................................................
Goods in process................................................................
Finished goods....................................................................
Land....................................................................................
Buildings.............................................................................
Machinery...........................................................................
Tools....................................................................................
Patents................................................................................
Discount on bonds.............................................................
Investment in stocks.........................................................
Advances to salesmen........................................................
Unexpired insurance..........................................................

Liabilities
Accounts payable...............................................................
Notes payable....................................................................
Bank loans..........................................................................
Bonds payable....................................................................
Reserve for depreciation, buildings and machinery........
Reserve for bad debts.......................................................
Reserve for construction...................................................
Capital stock......................................................................
Surplus.................................................................................

Following is an abstract of the surplus account:
Balance January 1, 1920...................................
Add net profit for 1920.............................................
Add appraisal increase in land.................................
Total....................................................................
Deduct credit to reserve for construction...............
Deduct dividend paid December 31, 1920.............

Balance, December 31, 1920.....................................
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Dec. 31,
1919
$5,ooo
30,000
12,000
16,000
21,000
70,000
115,000
90,000
26,000
30,000

Dec. 31,
1920
$1,800
32,000
14,500
17,500
19,000
100,000
170,000
100,000
23,000
28,000
2,000

25,000
500
300

1,000
250

$440,800

$509,050

$35,000
25,000
20,000
200,000
20,000
1,200
16,000
100,000
23,600

$10,000
5,000

$440,800

$509,050

300,000
29,000
1,500
20,000
100,000
43,550

$23,600
8,950
30,000
62,550

$4,000
15,000

19,000

$43,55°
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Depreciation was provided during the year as follows:
Credited to reserve for depreciation, buildings and
machinery............................................................
Written off from tools......... ..................................
Written off from patents...........................................

During the year machinery which cost $7,000 was sold for $6,000.
was absorbed in the reserve for depreciation.

$10,000
5,000
2,000
The loss

The statement of application of funds is based on the increases and decreases
of assets and liabilities shown by a comparative balance-sheet; but it is im
possible to use these items of increase and decrease in the statement of applica
tion of funds without first giving serious consideration to the question whether
any funds (or if the word “resources” is preferred, the reader is privileged to
substitute that word wherever the editor uses the word “funds,” it being the
thought that each of these words conveys a broader meaning than mere cash)
have been provided or any funds applied in ways which are significant but
which are not brought to light by the comparative balance-sheet.
For instance, the increase in the surplus during the year is clearly not the
amount which the profits have contributed in the way of funds during the
year—if for no other reason, because dividends have been paid. Such payments
constitute an application of funds which should be shown on the statement,
and the charge of the dividends to the surplus has had the effect of reducing
the increase in surplus for the year to an amount less than the profits. Hence,
after determining the increase or decrease in each item which appears in the
balance-sheets, it is necessary to give consideration to any adjustments which
must be made in order to obtain more correct figures to include in the statement
of application of funds.
The accompanying working papers show the increases and decreases in the
various balance-sheet items, and the adjustments:
The first column of the working papers contains the balance-sheet as of
December 31, 1919; the second column that of December 31, 1920. The third
and fourth columns show the net debits in excess of the net credits, or vice
versa, in each account during the year and the amounts of such net debits or
net credits. The changes during the year are classified as debits and credits
rather than increases and decreases in order that the items in the adjust
ment columns (5) and (6) may be uniformly applied to them as debits and
credits.
Since it is known that the increase in surplus does not represent the amount
of funds provided by profits, this increase, $19,950, is transferred by adjustment
(A) to a lower space, where room will be available for the application of all
necessary adjustments.
If the fact of the appraisal had not been stated, the increase of $30,000 in the
land account would appear to have resulted from the application of funds of an
equivalent amount in the purchase of land. But the problem states that the
land was merely written up by a credit to surplus. The increase in the land
account can not properly be shown as resulting from an application of funds,
because the increase resulted from a mere book entry which did not require
funds. This item must therefore be eliminated, and the elimination is accom
plished by the credit adjustment entry (B) on the land line. But, on the other
hand, the increase of $19,950 in surplus has been partly caused by this book
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500

Accounts payable ..................
Notes payable ........................
Bank loans ..............................
Bonds payable .......................
Reserve for depreciation . . .
Reserve for bad debts ..........
Reserve for construction . . .
Capital stock ..........................
Surplus .....................................

L iabilities

Assets
Cash ..........................................
Accounts receivable ..............
Raw m aterial .........................
Goods in process ....................
Finished goods .......................
Land ..........................................
Buildings .................................
M achinery ...............................
T ools .........................................
Patents .....................................
Discount on bonds ...............
Investment in stocks ...........
Advances to salesmen ..........
Unexpired insurance ............

$1,800
32,000
14,500
17,500
19,000
100,000
170,000
100,000
23,000
28,000
2,000

$5,000
30,000
12,000
16,000
21,000
70,000
115,000
90,000
26,000
30,000

$509,050

$10,000
5,000

$440,800

$35,000
25,000
20,000
200,000
20,000
1,200
16,000
100,000
23,600
$440,800 $509,050

(4)

19,950

$100,000
9,000
300
4,000

50

25,000

3,000
2,000

2,000

$3,200

Credit

$168,500

$25,000
20,000
20,000

500

2,000

30,000
55,000
10,000

$2,000
2,500
1,500

Debit

Net change

(3)
(6)

Debit

I

)

19,950 A

$2,000 K
10,000 E
300 J
4,000 C

5,000 F
2,000 G

$1,000 H

2,000 K

$30,000 B

Credit

Adjustments

(5)

( $1,000 H )
{ 6,000

W ORKING PAPERS

$168,500

300,000
29,000
1,500
20,000
100,000
43,550

1,000
250

25,000
500
300

1920

Dec. 31,

1919

Dec. 31,

(1)
(2)
Balance-sheets

$25,000
20,000
20,000

500

$2,000
2,500
1,500

50

2,000

$3,200

$55,000
17,000
2,000

$98,000

$25,000

(7)
(8)
(9)
(10)
Working capital and
Funds
deferred charges
Increase Decrease Applied Provided
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Increase in working capital and deferred
charges..............................................................

Increase in reserve for bad debts .........
Funds applied to payment of dividends. ..
Funds provided by sale of machinery .........

Patents ................................................

. .. .. ..

Funds provided by profits:
Increase in surplus ...................................
Appraisal increase in value of land
Credit to reserve for construction
Dividends paid ..........................................
Provisions for depreciation:
Buildings and machinery ...............
Tools. .............................

$95,250

= =

15,000 D

30,000 B

-------------

$95,250

6,000 I

10,000 E
5,000 F
2,000 G
300 J

4,000 C
15,000 D

19,950 A

$71,500

66,250

$71,500

6,000

$155,250

$155,250

66,250 ________

$15,000

26 ,250

Students' Department
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entry; certainly this credit to surplus did not provide funds, and if we are to
adjust our surplus account increase figure to the true amount of the funds
provided by profits the $30,000 must be adjusted out of the surplus. This is
accomplished by the debit adjustment entry (B).
There has been transferred out of surplus during the year an item of $4,000
which was credited to a reserve for construction. This reserve is merely an
appropriated surplus account, and the $4,000 transferred out of surplus during
the year must be returned to it in our working papers in order to adjust the
surplus increase for the year to the true amount of funds provided by profits.
This transfer is accomplished by adjustment entry (C).
During the year dividends were paid in the amount of $15,000. This pay
ment constituted an application of funds; moreover, it reduced the balance of
the surplus account and consequently caused the increase in the surplus to be
less than the funds provided by the profits. Adjustment is therefore made by
entry (D) to add this item back to the surplus increase, to determine the funds
provided by the profits and to set up on a separate line the amount of funds
applied in the payment of dividends.
Entry (E) transfers out of the reserve for depreciation and into “funds
provided by profits” the amount of depreciation provided for buildings and
machinery. The theory underlying this adjustment and the addition of
depreciation provisions to the net profits in the statement of application of
funds itself is one of the most difficult things to understand in connection with
the preparation of this statement. In order not to break the continuity of the
present explanation, we shall defer for a short period the explanation of this
treatment of depreciation and merely call attention to the fact that entry (E)
has the effect of taking out of the reserve for depreciation and adding back to
the surplus the depreciation of buildings and machinery credited to the reserve
during the year; entries (F) and (G) have the effect of adding back to the assets
and to surplus the amounts of depreciation of tools and patents which were
credited to asset accounts during the year. (Mr. Esquerré criticizes the editor
for using the word “depreciation” in connection with patents; his attention
is directed to the problem.)
During the year machinery which cost $7,000 was sold for $6,000. If this
transaction had been the only one recorded in the machinery account during
the year, that account would have shown a decrease of $7,000, but that would
not have been the amount of funds provided by the sale of the machinery.
(To make this point clear it is only necessary to suppose that machinery
costing $7,000 had been written off during the year against the reserve; in that
case no funds whatever would have been provided.) An adjustment entry (H)
is therefore made, debiting the machinery account and crediting the reserve.
Adjustment (1) is then made transferring out of the machinery account and to
a separate line at the bottom of the statement the item of $6,000, which repre
sents the true amount of funds provided by the sale of the machinery. Return
ing to the machinery line, it will be found that the original net debit increase of
$10,000 has been increased by two debit adjustments totaling $7,000, and the
aggregate of these items, or $17,000, is the amount of funds applied to the
purchase of machinery. This item of $17,000 is therefore carried out to the
“funds applied” column, which, like the net change debit column and the
adjustment debit column, is also a debit column.
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Adjustment (J) adds back to surplus by transfer from the reserve for bad
debts the amount of the increase in the reserve during the year. The reason
for this adjustment is similar to that which justifies the treatment of deprecia
tion. (An alternative, and perhaps preferable, method would be to deduct
the reserve balances at the two dates from the accounts receivable balances,
and deal with only the net balances as the real values of the receivables at the
two dates.)
During the year bonds of a par value of $100,000 appear to have been sold at
a discount of $2,000, thus producing funds of a net amount of $98,000. The
discount item of $2,000 is therefore offset, by entry (K), against the increase in
bonds payable, to determine the net amount of funds provided by the addi
tional issue.
Now that all adjustments have been made the adjustment columns are footed
to see that a balance has thus far been maintained. The items in columns (3)
and (4) plus or minus the adjusting items in columns (5) and (6) are then
carried to their appropriate columns—(7), (8), (9) and (10). It will be noted
that the item of $26,250, appearing in the “funds provided” column, represents
the net amount of all surplus and surplus adjustment items.
After distributing the figures as indicated, columns (7) and (8) are brought
to a balance by inserting the “increase in working capital and deferred charges”
item of $66,250, and as this increase in working capital and deferred charges
represents an application of funds, the amount is also entered in the "funds
applied” column.
It is thought that the foregoing explanations will clarify the theory under
lying the treatment of items other than depreciation, and it will be noted that
the various items can be traced from the working papers to the following
statements. (Reference to Mr. Esquerré’s adaptation of the schedule of
working capital and deferred charges will show that he included, and in a
somewhat changed form, only the working capital items, omitting the deferred
charge items, and thus making it appear that the total of the supporting sched
ule did not tie up with the main statement.)

Solution
The Hall Manufacturing Company
Statement of application of funds—year ended Dec. 31, 1920
Funds provided:
By net profits before providing for depreciation and bad debts:
Net profit carried to surplus.
$8,950
Add depreciation:
Buildings and machinery. .
$10,000
5,000
Tools...................................
Patents...............................
2,000 17,000
Add provision for bad debts.
300 $26,250
By issue of bonds:
100,000
Par......................................
98,000
2,000
Less discount.....................
25,000
By sale of investment in stocks
By sale of machinery:
7,000
Cost....................................
6,000
1,000
Less loss charged to reserve.

Total funds provided. . .

$155,250
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Which were applied as follows:
To purchases of fixed assets:
Buildings.........................................................
Machinery.......................................................
Tools............... ...............................................
To payment of dividends..................................
To increase in working capital and deferred
charges.........................................................

$55,000
17,000
2,000

$74,000
15,000

66,250

Total funds applied................................

$155,250

The Hall Manufacturing Company

Schedule of working capital and deferred charges
December 31, 1919, and December 31, 1920
Dec. 31, Dec. 31, Working capital
1919
1920 Decrease Increase
Current assets:
$5,000 $1,800
$3,200
Cash.....................................................
30,000 32,000
$2,000
Accounts receivable............................
12,000 14,500
2,500
Raw material..........................................
16,000 17,500
1,500
Goods in process.....................................
21,000 19,000
2,000
Finished goods........................................
84,000 84,800
Total current assets....................

Current liabilities:
Accounts payable................................
Notes payable.........................................
Bank loans.............................................

35,ooo
25,000
20,000

10,000
5,000

Total current liabilities..............
80,000

15,000

4,000

69,800

Working capital.........................................

25,000
20,000
20,000

65,800

Increase in working capital.......................

$71,000 $71,000

Deferred charges
Dec. 31, Dec. 31, Decrease Increase
1919
1920
Advances to salesmen................................
$500 $1,000
$500
Unexpired insurance..................................
300
250
$50

800
Net increase in deferred charges..............

1,250
450

500
Summary
Increase in working capital.......................
Increase in deferred charges.....................
Total.............................................

500

$65,800
450
$66,250

Let us now return to the question of the treatment of depreciation. To make
the matter as simple as possible let us assume that a man invested $800 in
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business as a peddler. With $700 he purchased an automobile truck, and with
the remaining $100 he purchased fruit and vegetables. He did a strictly cash
business arid sold his goods for exactly twice what he paid for them. At the
end of the year he prepared a statement as follows:
Sales..........................................................................................
Less cost of sales......................................................................

$10,000
5,000

Gross profit...............................................................................
Less expenses............................................................................

5,000
1,000

Net profit..................................................................................

$4,000

The net profit shown by the statement is represented by $4,000 of cash
deposited in bank, and he decides to buy a building with it. It is perfectly
apparent that his profits have provided funds of $4,000 and that these funds
have been applied to the purchase of a building. The time arrives for prepar
ing his tax return and he calls on an accountant to help him prepare it. The
accountant looks at the foregoing profit-and-loss statement and amends it as
follows:

Net profit (as above).................................................................
Less depreciation of delivery truck.........................................

$4,000
200

True net profit............................................................................

$3,800

Now, if we were to prepare a statement of application of funds for the peddler,
it would appear as follows:
Funds provided:
By profits:
Net profit............................................................................
Add back depreciation of delivery truck........................

$3,800
200

Total................................................................................

$4,000

Funds applied:
To purchase of building.....................................................

$4,000

The profits must have provided funds of $4,000 because a $4,000 building was
purchased, and it is quite apparent that they did furnish funds of $4,000
because the depreciation charge, while reducing the profits, did not reduce the
funds provided by the profits.
Mr. Esquerré appears to agree in general with this theory because, in his
suggested statement, he adds back to the profits the amounts added during
the year to the reserve for depreciation of buildings and machinery and to the
reserve for accounts receivable. But, both in his comments and in his sug
gested statement, he indicates that a different treatment should be followed in
regard to tools and patents. He states:
“ Passing now to the source of the very funds which were applied, I find that
‘tools’ which must have been consumed by, and charged to, operations, since
the decrease suffered by the asset has not been set aside out of profits, have
produced $5,000 of cash or asset funds; that the amortization of patent value
(which the editor refers to as ‘depreciation’) has been written off the asset,
charged to operations as a profit-and-loss charge, but, nevertheless, has pro-

505

The Journal of Accountancy
duced $2,000 of cash or asset funds. Whether it is cash or asset funds which
the editor has in mind makes no difference whatever; in either case, he advances
the theory that one of the means of providing funds is to consume assets or to
write off intangibles."
The editor does not advance any such theory. The adding back of the
depreciation is not based on "the theory that one of the means of providing
funds is to consume assets or write off intangibles." The peddler’s deprecia
tion was not added back to the net profits because the accountant's provision
of depreciation resulted in the provision of funds; it was added back because
the provision of depreciation reduced the net profits below the amount of funds
provided by the profits. That is to say, the funds were provided by the profits,
not by the depreciation; the effect of the depreciation provision was to make the
net profits somewhat smaller than the funds provided by the profits.
To this, Mr. Esquerré may be assumed to reply that his remarks did not
apply to depreciation provided by setting up a reserve, but to the reduction in
value of tools, which was recorded by writing down the asset instead of setting
up a reserve, "because the writing off of the asset ‘tools’ in the amount of
$5,000 is not ‘depreciation’ and, therefore, has not been set aside out of profits.
The writing-off of tools is the result of an inventory which, when opposed to
the prior inventory and to subsequent purchases, shows that the operations
have actually consumed a value of $5,000 which must be considered as cost of
goods manufactured, or, at any rate, as a profit-and-loss charge operating
against inaccurate operating profits. The same thing is true of patents: in
this case, as well as in the case of tools, a reserve was not created; the patents
lost a value proportionate to the amortization of their active life, and, there
fore, the loss was charged to operating profits which were too high."
The editor fails to follow Mr. Esquerré in this distinction. He can not agree
that “the writing-off of the asset ‘tools’ in the amount of $5,000 is not ‘de
preciation ’.” If it is not depreciation, what shall we call it? Is it material as
to whether the loss from wear and tear of a fixed asset due to its use in opera
tions is computed by applying an estimated rate rather than by determining
the depreciated value by means of an appraisal? Shall we say that the loss
in the value of a fixed asset due to its use in operations is depreciation if it is
computed by multiplying by a rate per cent, but that it is not depreciation if
it is computed by appraising the property at its depreciated value? And is it
material whether the charge for depreciation is offset by a credit to a reserve or
by a credit to an asset account? Shall we say that the loss in the value of a
fixed asset due to its use in operations is depreciation if it is recorded by a
credit to a reserve, but that such a loss is not depreciation if it is recorded by a
credit to the fixed asset account?
Mr. Walton, in writing of depreciation and tools, says that depreciation may
be recorded “by a charge to revenue and a credit to the asset accounts them
selves. This is called writing down the assets. . . . Since the tool acts
directly on the material, it wears out much faster than a machine, and since
the uses to which tools are put vary very greatly, it is impossible to fix any rate
of depreciation that will be even approximately correct. . . . The only proper
way to value them, when closing the books, is to take an inventory of them,
as they stand at the time.”
As to patents, let us assume that our peddler had invented a horn which was
as effective in obtaining a following as that of the Pied Piper. And let us
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assume that the accountant had charged off $50 as amortization of the value
of the patent. That would reduce the net profit to $3,750. It would appear
to be necessary to add back the amortization of the patent as well as the depre
ciation of the truck in order to arrive at the $4,000 of funds provided by the
profits.
Mr. Esquerré objects to the use of the word “funds." “The editor of the
Students' Department uses the term ‘funds’ but does not say whether these
funds are cash or asset funds. His terminology indicates that cash is at issue,
since he says that the funds provided were applied to purchase assets and pay
dividends; but it also indicates that assets are at issue, since he says that funds
were applied to ‘increase in working capital.’ I assume, of course, that the
editor did not mean to say that cash had been applied to reduce the asset cash,
and above all to reduce the asset finished goods.”
The criticism of the word “funds” is perhaps the most significant of Mr.
Esquerré’s criticisms. The term “funds” is likely to be misconstrued as
meaning cash, and yet if cash were meant the statement would have been
called a statement of receipts and disbursements. While the term "funds”
suggests something more than cash it is not unlikely that the term “resources”
is preferable.
As to the remarks about applying cash to reduce cash and finished goods,
Mr. Esquerré is correct in his assumption that the editor did not intend his
statements to be so construed, and it is difficult to see how any such construc
tion could be made. The statement seems to say clearly that the new funds
or resources which came into the business during the year were applied to cer
tain purposes, such as purchases of fixed assets and payments of dividends, and
have also resulted in an increase in the working capital. But since the working
capital is the excess of the current assets over the current liabilities, the net
increase is accounted for in detail by showing in the supporting schedule the
increases and decreases in various items which account for the net increase.
It now appears to be in order to consider the statement which Mr. Esquerré
regards as the “true solution.”
Statement

of

Resources

and

Applications

(a) Increase of corporate wealth:
(1) Through appraisal of land up to the market
value thereof at 12/31/20— (credited to
surplus)..................................................
$30,000
(2) Through acquisition of fixed assets:
Tools......................................................
$2,000
Buildings..........................................................
55,000
Machinery:
New machinery acquired.... $17,000
Less old machinery sold. . . .
6,000
11,000
68,000

(3) Through increase of operating assets:
Raw materials.......................................
$2,500
Goods in process.............................................
1,500
Accounts receivable (including advances to
salesmen $500.00).......................................
2,500
Total, 1, 2 and 3.............................
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(4) Through the retention, as an asset, of the dis
count lost on bond issue......................
(5) Through the release of liens encumbering assets:
Reduction of accounts payable......................
“
“ notes payable.........................

$2,000

25,000
20,000

65,000
$171,500

(b) Decrease of corporate wealth:
(1) Through decrease of assets:
Investment in bonds...........................
$25,000
Finished goods.................................................
2,000
Unexpired insurance.......................................
50
Cash.................................................................
3,200
$30,250
(2) Through consumption of assets by operation:
-------- —
Tools consumed by process...........................
5,000
(3) Through amortization of intangible values
patents ...................................................
2,000
(4) Through loss on machinery, resulting from sale.
1,000
(5) Through distribution of surplus earned in past
periods...................................................
15,000
Total 1, 2, 3, 4 and 5.........................
(6) Through use of credit:
Increase of liability for corporate bonds
through issue thereof..............................
Total decrease of corporate wealth. .

$53,250

100,000

$153,250

(c) Net increase of wealth through reinvestment of profits of the calendar year
as follows:
(1) Net profits after appropriations, i.e., net profit
transferred to surplus...... . ....................
$8,950
(2) Appropriated out of current earnings:
For depreciation of buildings and machinery
$10,000
For increase of reserve for accounts received
300
10,300
educt loss of surplus previously appropriated.
Loss of reserve for depreciation of machinery
and equipment..........................................
Net profits reinvested, to secure net increase of wealth...................................

$19,250

1,000
---------$18,250

In commenting on this solution which he submits on behalf of “the truth and
sacredness of accounting principles” and “our beloved theory of accounting,”
Mr. Esquerré states:
“ I beg to point out to your readers that this solution expresses a perfectly
well known and eminently sound principle of business philosophy. It says
that a concern obtains new wealth by:
“ (1) increasing its assets,
“ (2) relieving its assets of the liens which encumber them.
“ It says, further, that a concern diminishes its wealth by
“ (1) decreasing its assets,
“ (2) using its credit,
“and it ends by saying that the net increase of wealth obtained in a period
results from the net increase of assets, made possible by the reinvestment of
profits, as measured by the net increase of surplus.”
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In regard to the heading of Mr. Esquerré’s statement, it is of course a trifling
matter, but the editor has had so much difficulty in impressing on the members
of his various classes the importance of always showing the date of a statement
or the period covered by it that he regrets the fact that Mr. Esquerré has lent
the weight of his authority to the omission of this information.
An inspection of the statement shows that it consists of three main sections:

(a) Increase of corporate wealth
(b) Decrease of corporate wealth
(c) Net increase of wealth through reinvestment of profits of the calendar
year.
The items which appear under the first two of these captions are said to be in
accordance with a “perfectly well known and eminently sound principle of
business philosophy”, namely that a concern obtains new wealth by:

(i) increasing its assets,
(2) relieving its assets of the liens which encumber them,
and that a concern diminishes its wealth by:
(1) decreasing its assets,
(2) using its credit.

Before this “principle” can be allowed to enter into the company of "sacred
principles,” it appears to be necessary to come to an understanding as to what
is meant by “corporate wealth.” The natural assumption is that it means
net worth, and this assumption seems to be in accord with Mr. Esquerré’s use
of the expression, because of the fact that the balance of the third section is
called both “net increase of wealth” and “net profits,” and because, in the
last part of his declaration of the principle underlying the statement he states
that the “net increase of wealth” ... is “measured by the net increase of
surplus.”
Assuming, then, that corporate wealth is to be interpreted as net worth, and
increase in corporate wealth as net profit or increase of surplus, it is pertinent
to inquire whether the items appearing under the captions of increase and
decrease of corporate wealth really represent increases and decreases in net
worth, and hence whether the “principle” is really as “eminently sound” as
is claimed.
For instance, certain fixed assets have been increased, and these increases
appear in the statement as increases of corporate wealth. But does it neces
sarily follow that a concern has increased its wealth by merely increasing its
tools, buildings and machinery? Is it not more likely that the concern has
merely exchanged one asset for another, or bought the property on credit?
In either of these cases it can not be said that the wealth or net worth has been
increased. The application of this “principle” in a statement such as sug
gested would appear to be very useful, however, in instances in which corpora
tions have received fixed assets as gifts.
Also under the caption “increase of corporate wealth” there appears the
following item:
“Through the retention, as an asset, of the discount lost on the
bond issue.......................................................................... $2,000”
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That is to say, in accordance with “a perfectly well known and eminently
sound principle of business philosophy” all that a company needs to do in
order to increase its corporate wealth is to sell $100,000 of bonds for $98,000,
and not write off the discount.
Also under the caption “increase of corporate wealth,” Mr. Esquerré shows:

“Through the release of liens encumbering assets:
“Cancellation of bank loans..............................................$20,000.”

That is to say, by paying your debts you increase your corporate wealth.
Only the forgiveness of your debts would appear to accomplish that result.
Mr. Esquerré’s statement would be singularly useful to companies whose
bank loans are cancelled by the bank without payment.
Showing decreases of assets under the caption “decrease of corporate
wealth ” does not appear to be based on any sounder theory, for the decrease in
assets is usually accompanied by an increase in other assets or a decrease in
liabilities, leaving the wealth unchanged except to the extent of any profit or
loss on the transaction.
It will be noted that Mr. Esquerré shows the depreciation of tools and the
amortization of patents as decreases of corporate wealth, while the provision
for depreciation of building and machinery is shown as part of the net increase
of wealth. As already stated, the editor is not convinced that two items of
decrease in the value of fixed assets, caused by their use in operations, are
essentially different in nature merely because one is computed by using a rate
per cent while the other is computed by appraising the property at its depre
ciated value, or merely because one item of decrease is recorded by a credit to a
reserve while the other is recorded by a credit to the asset account. Certainly
there does not appear to be so fundamental a difference between two such items
of depreciation as to make one a decrease of corporate wealth and the other a
part of the net increase of corporate wealth.
Since the question of sacred principles has been raised, attention is directed
to the somewhat iconoclastic attitude toward the relation of depreciation
and net profits which seems to pervade Mr. Esquerré’s communication. The
accountants of the past generation, not without some struggle, finally obtained
a general acknowledgment of the principle that depreciation is an expense and
that the net profits are not net until after provision has been made for depre
ciation. And yet, in Mr. Esquerré’s letter,
(Page 427) The profits are said to be $18,250, which is the sum of $8,250
transferred to surplus and the net increases in the deprecia
tion and bad debt reserves.
(Page 429) The amounts credited to the depreciation and bad debt reserves
are called amounts appropriated out of current earnings.
And the reserves are regarded as still a part of surplus, and not, as accountants
usually regard them, a reduction of the value of the assets. This attitude
toward the reserves is indicated by the following:

(Page 429) The loss on the sale of machinery sold during the year, which
has been charged to the depreciation reserve, is referred to
as a “loss of surplus.”
(Page 429) The sum of the net profit of $8,250 and the increases in the
reserves is referred to as “the net increase of surplus.”
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This attitude toward depreciation and bad debt reserves as still constituting
a part of the surplus seems to be diametrically opposed to the theory usually
accepted that such reserves represent an estimated decrease in the value of
assets. Are we being asked to go back twenty, thirty or forty years to the
time when depreciation was not recognized as an inevitable expense—to a
time when “net profits” were computed without regard to depreciation; and
when the amount of the depreciation to be “appropriated” was determined
after ascertaining how much depreciation the profits of the year could bear?
Finally, the editor desires to reiterate his statement that the columns of this
department are open to any contributions which will tend to the improvement
of the form of the statement of application of funds; but he cannot rest grace
fully in the position in which Mr. Esquerré’s letter seems to place him, of being
responsible for the form of the statement now in somewhat general use. The
honor of evolving that statement belongs to an accountant of some previous
generation. If blame attaches to any one for its defects, that blame must
attach to all of us who have used the statement, recognized its limitations and
yet not bestirred ourselves to improve it. The editor accepts his due propor
tion thereof and he recognizes that Mr. Esquerré has now done what he can to
absolve himself from his portion of the general censure.
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RESOURCES AND THEIR APPLICATIONS
Editor, The Journal of Accountancy:
Sir: I have read with interest in your May issue, Mr. Esquerré’s criticism of
the solution to “Resources and their application” problem by the editor of
the Student’s Department.
It seems to me that Mr. Esquerré has gone beyond the intent of the problem
in offering his solution, which no doubt is clear and comprehensive. But,
after all, a client is interested in how his resources were acquired and how they
were employed.
The Students’ Department sets forth the gradual accumulating of assets by
means of profits, by use of credit, and by sale of assets. The next logical step
is followed by showing how the acquired resources were used, including also
the indirect result of their use reflected in the increase or decrease in working
assets.
Mr. Esquerré objects particularly to depreciation of tools and patents used
in the profit-and-loss account. He contends that the loss in tools should be
applied to cost of goods manufactured, and I believe that most accountants
will agree with him. But his like treatment of the writing-off of patents is
objected to on the ground that it operates similarly to depreciation of buildings
and machinery.
It is true that the patent has lost in the current year some of its value,
but so have the building and the machine. In fact, if there is any objection
to the stated operating profits, it should be that amount which stands for the
depreciation of machinery and is really part of the cost of manufacturing.
However, if we use the Students' Department’s solution corrected to the
extent of Mr. Esquerré’s suggestion as to the depreciation of tools, we shall all
be satisfied, hoping of course that the client will also be pleased.
Very truly yours,
M. M. Herman.
New York, May 12, 1925.
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AUDITS, by A. E. Cutforth.

Gee & Co. Ltd., London.

Cloth, 252 pp.

This is the sixth edition of Mr. Cutforth’s book, the first edition of which was
published in 1914. The purpose of the book is stated in the foreword: (1) to
set out in summarized form the practice of auditors and to outline the main
principles of auditing: and (2) to present the information in a manner suited
for the requirements of students for examinations.
Approximately the first third of the volume is devoted to instructing the
reader how to audit the various profit-and-loss and balance-sheet accounts in
general, and to describing the special points to be observed in making audits of
specific businesses. It is obvious that in this short space no very exhaustive
treatise can be written on the subject of auditing. However, the information
as given is admirably adapted for examination purposes. A little more than
another third of the book is given over to specimens of the accounts of various
concerns, extracts from the English companies (consolidation) act of 1908, ref
erences to the English income-tax laws and miscellaneous matters. In the
balance of the book, examination questions are given and discussed.
I do not think that Mr. Cutforth’s book would be of particular interest to the
student of accountancy in the United States. It has apparently been written
principally as an assistance to English accountants in preparing them for their
professional examinations. However, the experienced accountant in this
country would find it interesting reading, if only to contrast the English
ideas of auditing with ours. Some of the law extracts and comments on legal
decisions are also of interest. Among the latter, Mr. Cutforth quotes various
decisions concerning the question of depreciation where the question at issue
was as to whether, in determining profits available for dividends, provision
must be made for depreciation which had occurred in the value of assets of
certain classes. He summarizes these decisions as follows:
“(1) Depreciation of wasting assets (such as a mine or a lease) or of
fixed assets (such as plant) need not necessarily be provided for before
arriving at the profits available for dividend. No invariable rule can be
laid down, and each case must be judged on the particular circumstances
relating thereto.
“ (2) Depreciation on floating assets must be made good before a divi
dend is paid.’ ’

It would be difficult to find a public accountant in the United States who
would agree that no provision need be made for depreciation on plant assets
before determining the amount of profits available for dividend distribution.
The volume is printed on a good grade of paper and in such a manner as to
make reading easy.
W. B. Franke.

CREDIT MANAGEMENT, by Emery E. Olson and J. W. Hallman. The
Ronald Press Co., New York. Cloth, 444 pp.
Credit Management is published at an opportune time in view of the cam
paigns for the prevention of credit crime which are being conducted by a num
ber of national organizations. As stated in the preface, one of the chief pur
poses of this book is to “give the young mart preparing for credit work the
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guidance he needs.” It does more than this: It sets forth so clearly the details
of credit mechanisms and credit practice that it should serve as a valuable
reference book and guide for the experienced business man, whether he be a
credit executive or not. Chapters on collection procedure and special features
of retail credit are particularly interesting.
W. B. Franke.

TIMBER MERCHANTS’ ACCOUNTS, Ernest E. Smith, Gee & Co.,
London.
This is a second edition of vol. XXXV, second series, of “The Accountants’
Library,” that admirable collection of inexpensive, handy-sized, uniform
manuals dealing with the special customs and accounts of different businesses.
This volume deals with timber merchants’ wholesale and retail accounts
according to English practice. Most of the book consists of a set of transac
tions for one month, in which the author has introduced “every peculiarity
that might arise as far as possible.” An appendix contains a full table of the
rates and regulations imposed by the Port of London Authority on lumber
imported through London. A short chapter on the income tax does not give
very much information to the American reader, but at least it indicates that
the super-tax is regarded with no more favor in England than here.
W. H. Lawton.
THE PRINCIPLES OF COSTING, A. Cathles, Gee & Co., London.

The second edition of Mr. Cathles’ excellent manual, first published in 1921
and reviewed in The Journal of Accountancy, December, 1921, shows no
material changes. It is a good exposition of the fundamental principles of
cost accounting, and that it is so considered by the English accountants is
evident.
W. H. Lawton.
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and concise manner.
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in the fourth printing.
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the year. The instruction is everywhere
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One Month’s Trial Instruction $7
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